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The China Landscape: Megatrends and Megatransition 


Megatrends: From producer to consumer economy. 
Several secular trends are forcing a “megatransition” in 
China as the country evolves from one of the world’s 
foremost producers of globally distributed goods into a 
leading consumer. The trends driving this growth, as we 
see it, are the seismic shifts in China’s demographics; the 
country’s continued urbanization; the ongoing development 
of a world-class infrastructure; the expansion of a 
comprehensive social security network; positive consumer 
financing developments; and the benefits of an educated 
workforce in an ever-improving industrial workplace. 


Obstacles: Environmental concerns and finite 
resources. We foresee two primary impediments to 
China’s growth in the upcoming decade: The country’s 
fragile environment and the decreasing availability of 
resources. To sustain growth, it is essential that China 
address its environmental policies and reduce its current 
level of dependence on energy and certain commodities. 


Megatransition. We believe that by 2020 China will triple 
its nominal GDP to account for 14% of the world economy, 
more than double its fixed asset investment and more than 
triple consumer spending. We also see exciting 
opportunities at the micro level: China’s “baby boomers” 
will predominate among consumers; urban populations will 
expand by 300 million people; wages will more than 
quadruple; and consumer credit will surge rapidly. 


Megatrends: The DUISEC 


China is entering a new phase of economic growth, one 
where rebalancing and reform will stimulate domestic 
consumption, effect industrial improvements, and spark global 
interest in the possibilities of China’s economy, the second - 
largest in the world. Behind this optimistic view of China lie 
several specific drivers—what we call “megatrends.” We use 
the acronym DUISEC (demographics, urbanization, 
infrastructure, social security, education, and consumer 
finance) to describe it. 


Megatrend 1: Demographics 

People born after 1980—the “Chinese baby boomers”— 
will represent more than 50% of China’s population by 
2015, according to current forecasts (exhibit 1). 


This demographic shift will have significant investment 
implications. 


Exhibit 1 
China’s Post-1980 Baby Boomers (in millions) 
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First, Chinese baby boomers are globally aware and 
optimistic about their economic future. They grew up during a 
period of accelerated economic growth in China and have 
witnessed rapid improvement in their quality of life. Unlike 
their forebears, who lived through civil war and a cultural 
revolution, this generation has enjoyed a stable political 
environment and experienced firsthand the success of 
China’s open-door policy to other cultures and lifestyles. 


Second, China baby boomers are more financially secure 
than were past generations, having benefitted from better 
education and the prosperous job market that arose after 
China joined the World Trade Organization in early 2002. The 
China boomer’s per capita income, already much higher than 
that of previous generations, continues to grow. They also 
have higher pensions and better medical coverage because 
of recent entitlement reforms. 


Finally, baby boomers are likely to double the country’s birth 
rate. In Chinese families, most boomers are the only child of 
their generation, which means that under existing population 
control laws they are permitted two children. The anticipated 
rise in the birth rate will support greater household 
consumption in the years to come. 


Given China’s broad geography and cultural diversity, we 
expect that domestic growth in consumer sectors will create 
substantial value in national consumer and financial 
franchises, just as we saw during the US baby boomer years. 
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Another powerful demographic trend to consider is 
China’s aging population. As a result of China’s population 
control policies from the late 1970s, at some point between 
2015 and 2020 the number of new retirees will outpace the 
number of new laborers (exhibit 2). This shift in China’s labor 
market will open up market opportunities for automation and 
machinery applications in manufacturing, transforming the 
industry's current labor-intensive business model into a 
capital-intensive one. 


Exhibit 2 
China Dependent Ratio Evolution 
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Source: UN, Morgan Stanley Research 
The shift also will increase workers’ value—and 
bargaining power—in the labor market, which will directly 
push up labor's share of GDP, as we have seen in Japan 
(exhibit 3). We forecast that China real GDP will double by 
2020 and that labor’s share of GDP also will double to 30% 
(at current average developing country levels), which implies 
an increase in real wages (and in renminbi terms) of 
approximately three times (exhibits 4 and 5). 


Exhibit 3 
Japan: Labor’s Share of GDP versus Dependent 
Ratio 
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Exhibit 4 
China Labor as Percentage of GDP versus Other 
Countries 
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Exhibit 5 
China Wage Forecasts 
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China’s aging population also will create investment 
opportunities in financial services such as life insurance 
and mutual funds, and in healthcare, medical devices, and the 
pharmaceutical industry. 


Megatrend 2: Urbanization 

Our economist Qing Wang expects urbanization to 
remain China’s main growth driver over the next 10 years 
(exhibit 6). Wang also holds that the rapid urbanization of the 
previous decade will remain or even accelerate as we enter 
the next decade, lifting China’s urbanization ratio to the level 
of developed countries, from the current 47% to 63% in the 
long-term. In fact, as part of its initiative to support 
urbanization in midsize and small cities—particularly in the 
inland provinces—the Chinese government recently decided 
to speed up the reform of the household registration system. 
This reform seeks to equalize rural and urban citizens’ 
entitlements to pension, education, and other social benefits 
so that migrant workers from rural areas can more easily 
relocate to urban areas. 
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Exhibit 6 
China Rate of Urbanization 
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We also see signs that China is planning to enhance its public 
services network as the country’s urban areas expand (see 
Megatrend 4). 


This powerful urbanization trend will positively affect both 
capital formation and personal consumption, leading to long- 
term opportunities in sectors like capital goods, building 
materials, property, utilities, and basic materials. Consumer 
franchises will likely benefit as well. Urbanization also is a 
strong engine for creating wealth, bringing new consumers to 
the marketplace. If, in the long run, urbanization reaches 63% 
of China’s 1.4 billion people, 300 million additional consumers 
will see their spending power increase substantially. The main 
beneficiaries of this trend will be the consumer staples and 
personal care sectors, along with household product 
companies that sell “black and white goods,” such as TVs, 
video players, refrigerators, and air conditioners. 


Megatrend 3: Infrastructure 

China has made tremendous strides in developing its 
infrastructure, but there is room for more economic 
expansion and rebalancing. Specifically, the country needs 
to further develop its national high-speed rail and highway 
grids, ultra-high-voltage power transmission network, nuclear 
power plants, gas distribution grid, and sewage and solid 
waste treatment facilities. 


Plans for infrastructure development are already in place: 
China intends to lengthen its total rail network from 86,000 
kilometers to 120,000 by 2015, and at least 60% of this 
system will be electrified, up from 40%. China’s high-speed 
passenger rail system will reach 16,000 kilometers in length 
from the current 3,500 kilometers by 2015, at which point 
China will operate one of the most extensive high-speed rail 
networks in the world. And within five years China’s total 
roadway capacity—now at 70% of US capacity—will surpass 
that of the US. 
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Megatrend 4: Completion of Social Security 
Network 

China’s high rate of personal savings stems from 
individuals’ concerns about retirement without a 
comprehensive, government-sponsored social security 
system in place (exhibit 7). We believe that an aggressive 
reform and funding of the country’s pension, healthcare, and 
education systems would go a long way to unleashing 
domestic demand and that planned reforms of China’s 
entitlement programs over the next decade will push 
consumer growth beyond levels previously seen. 


Exhibit 7 
High Savings Rate Equals Consumption Potential 
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Source: Country Statistics, Morgan Stanley Research 


Beijing is already well on its way to reforming the social 
security system: More than 90% of rural households already 
participate in the new Rural Cooperative Medicare system 
(which offers only basic medical coverage), and within the 
next five years all urban populations should participate in a 
government health plan, as compared with 60% now (exhibit 
8). By 2015 all citizens in urban areas will be enrolled in a 
state-sponsored pension plan, and those in rural areas will be 
enrolled by 2020 (exhibit 9). 


Exhibit 8 
Expansion of Medical Insurance Coverage 
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Exhibit 9 
Overview of China’s Pension Schemes 
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Source: Government data, Morgan Stanley Research 


Megatrend 5: Consumer Finance 

Consumer finance in China lags that of developed economies 
such as the US and Europe: Total credit spending in China is 
about 10% of consumers’ total expenditure, compared with 
around 50% in more developed economies. Thus, as 
consumer credit becomes more accessible in China 
consumer spending will increase. 


A thriving internet environment makes online shopping 
possible and so drives consumer credit. Since China has 
the highest number of internet users in the world—390 
million—we see substantial upside for online settlement and 
credit cards as e-commerce continues to develop in China. 
Today about 20% of Chinese internet users shop online, far 
below the rate in developed countries, which is about 60%. 
Should online shopping penetration rise to 50%, there could 
be as many as 120 million additional credit card users in 
China (today there are about 150 million cardholders). 


As credit use grows, consumer credit reports are becoming 
more useful in China, where the central bank has kept credit 
records on 600 million individuals and more than 6 million 
corporations since 1997. This credit tracking will make further 
consumer credit extension easier and will enhance credit 
protection efforts—a major concern. To combat identity theft 
and fraud—two ills that have plagued China’s credit industry 
in the past—China started using second-generation 
identification cards in 2004, making identify theft and fraud 
almost impossible today. 


We estimate that China’s consumer credit spending as a 
percentage of total consumption will meet the world 
average of 40% by 2020, boosting consumers’ purchasing 
power by a dramatic 30%—and this is before taking into 
account the reduction in personal savings and improved 
wages across China. 


Megatrend 6: Industrial Upgrades 

In the early 1990s—when China started to rise as a global 
producer—only 3% of its working population had college 
degrees. This lack of educated laborers forced Chinese 
companies to adopt a low-quality, mass-produced approach 
to their businesses. But this scenario is changing rapidly. 


Today, approximately 10% of China’s work force has a 
college degree (exhibit 11), and Chinese companies are 
changing their business models to make a place for this 
better-educated worker. Soon, China’s cheap and low-value- 
add approach to production will become obsolete as a 
younger, college-educated population enters the workforce. 


We estimate that by 2020 some 35% of China’s workforce 
will be college educated. This level will match that of the US 
today, where we see a strong correlation between education 
and the value added of manufacturing (exhibit 10). 


Exhibit 10 
US Manufacturing Value-Added versus Education 
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Exhibit 11 
China Baby Boomers Receive Better Education 
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Obstacles to Growth 


As China heads toward the megatransition that these 
megatrends portend, the country will doubtless face obstacles 
to its ongoing growth. It must therefore adjust its growth 
model to address these obstacles if it hopes to continue on a 
trajectory of expansion. The two main obstacles to ongoing 
growth are environmental issues and the availability of certain 
resources. 


Environmental issues 

China, the world’s top carbon emitter, accounts for 
approximately 21% of global carbon emissions—and its 
emissions liability is growing faster than that of any other 
nation. Further industrialization, growing urbanization, and 
rising disposable income will drive up energy consumption in 
the coming decade, and the rate of carbon emissions will 
multiply unless China makes a concerted effort to alter its 
current growth model (exhibit 12). 


Exhibit 12 
China Carbon Emissions 
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Curbing carbon emission has become part of China’s national 
priorities, especially after the Copenhagen Summit last year. 
At the summit, Premier Wen committed to “reducing carbon 
emissions per unit of GDP by 40% to 45%, by 2020, from the 
2005 level.” 


China’s strategy to reduce carbon emissions—different from 
that of developed countries—will be to develop less carbon- 
intensive businesses and new energy sources, with an eye 
toward reducing marginal carbon emission per dollar. China’s 
secondary focus will be to reduce carbon emissions in 
existing production processes and streamline consumption. 


We expect that China’s energy structure in the coming 
decade will evolve away from coal and toward clean and/or 
renewable sources of energy. In our view, this evolution of 
China’s energy structure will be the most effective way to 
reduce carbon emissions, cutting them by at least 51% by 
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2020. Further reductions will come from improved efficiency at 
thermal plants (a 37% reduction) and at industrial sites 
(mainly within the cement industry, with a 12% reduction). 


Resource constraints 

Today, China consumes a significant share of the global 
supply of commodities and energy. Given China’s high rate of 
growth, this rate of consumption cannot continue over the 
long term (exhibit 13). 


Exhibit 13 
China Percentage of Total Global Commodities 
Consumption, 2008 - 2009 
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Today, China competes for these limited resources with other 
growing economies in a global market vastly different from the 
one that it entered as the dominant emerging economy in 
1993. Since then, more countries have started to develoo— 
Brazil, Russia, and India, for example—and now demonstrate 
considerable demand for the same resources as China. 


If China and other emerging economies keep growing at 
current speeds without reducing their energy and commodity 
dependency, prices for these resources may move beyond 
what China can afford, triggering an economic slowdown in 
the country. 


The Megatransition: China by 2020 


As the first decade of the 21" century winds down, China 
stands ready to make a megatransition, from the world’s 
factory to an economic powerhouse on the global stage. The 
megatrends we identified, while facing some constraints, are 
the push and pull factors to help China achieve such a 
megatransition. 


At macro levels, we believe that by 2020: 


e China’s GDP share in the world economy will grow to 
14% from the current 8%. 


e¢ China’s domestic FAI will keep growing at 11.0% CAGR, 
or more than double. 


Morgan Stanley 


China’s private consumption will grow at 12.6% CAGR, or 
more than triple. 

China will have made its currency, the renminbi, freely 
convertible and its capital account open. 

China will become one of the largest outbound investors, 
in both financial direct investment and world capital 
markets. 


At micro levels, we believe that by 2020: 


China baby boomers—those born after 1980—will 
represent 45% of the workforce and be the dominant 
consumer. 

China will have deepened its urbanization ratio to 63%, 
having added 300 million to its urban population, an 
increase of 50% from today. 

China’s labor cost-to-GDP ratio will go up to 30%, with 
wages more than quadrupling. 
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China will complete a comprehensive social security 
network, covering the majority of its population, with 
health insurance for the entire population of 1.3 billion 
and pension coverage for 0.8 billion employed workers. 


Of Chinese workers, 35% will have college degrees. 


China will have developed a comprehensive consumer 
finance industry, driven by advances in e-commerce and 
credit reporting. The credit consumption ratio could rise to 
40% from today’s 10%. 


China will have in place a nationwide, world-class 
infrastructure, from ports to airports, highways to high- 
speed rail lines, and power grids to gas distribution 
networks. 


Also see China Economics: Chinese Economy Through 2020: 
Not Whether but How Growth Will Decelerate, by Qing Wang, 
September 19, 2010. 
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European Multinationals’ Winning Strategies in China 


China’s challenge. China’s rising stature in the world 
economy will pose a critical challenge to multinationals in 
the coming decade: how to remain competitive globally in 
the face of China’s rapid growth. 


Protectionist concerns. Despite the growing consensus 
that China is becoming more protectionist, we believe that 
multinationals’ success in China will be the market’s 
choice, not the government's choice. 


Two factors that will contribute to multinationals’ 
winning strategy. By adopting a franchise approach rather 
than focusing on short-term sales, multinationals will fare 
well in China. Also, if multinationals integrate their current 
products and operations into the Chinese market they will 
win over China’s buying public. 


Three opportunities for European multinationals. We 
have seen that European multinationals can find a 
competitive advantage by making the most of opportunities 
related specifically to the consumers’ boom, anticipated 
industrial upgrades, and demand for materials. 


China’s Challenge 


The challenge for multinationals in the coming decade is 
clear: If China’s economy comes to represent 14% of global 
GDP by 2020, as our China economist Qing Wang estimates, 
multinationals need to think about how they can benefit 
strategically from China’s advancement (exhibit 14). In 2009, 
Asia made up only 5.2% of S&P 500 sales, and the China 
portion is surely lower than that, though we do not know by 
how much. With this in mind, China’s significance as an 
overseas market will undoubtedly increase over time, offering 
an opportunity that European multinationals cannot ignore. In 
short, a multinational today cannot remain truly multinational 
in the coming decade without a proper China strategy. 


Exhibit 14 
China Economy Size in the World 
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Exhibit 15 
Foreign Companies’ Share in China Industry Value 
Added 
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We believe that China also stands to gain from multinationals’ 
presence in the region. At present, only a few large 
multinationals operate in the country, limiting China’s 
opportunities for cultural and technology exchanges (exhibit 
15). There are no official data available regarding foreign 
companies’ share of Chinese GDP, but our rough math shows 
that they are still under-represented. First, foreign companies 
accounted for 28% of industrial sales in 2009. Given that 
foreign companies’ contribution to primary and tertiary 
industries is almost negligible, we estimate foreign 
companies’ share of GDP would be slightly higher than 13% 
(secondary industry was about 46% of GDP in 2009). The 
upside to this share is, in our view, quite significant. 


How Big a Concern Is Protectionism? 


Contrary to the view that China is becoming more 
protectionist, a development that might limit multinationals’ 
upside in China, we see it differently. We believe that 
business success is the market’s choice, not the 
government's choice, and that European multinationals will 
succeed in China in the long term. Our rationale: More 
important than any government initiative is Chinese 
businesses’ growing need for marketing expertise and 
technology, and Chinese consumers’ need for upgrades to 
world-class products and services, and the multinationals can 
deliver them. 


Multinationals, especially consumer brands from the US and 
Europe, are experienced in building franchises. Chinese 
companies will need to develop expertise in this area if they 
hope to compete in China’s geographically broad, culturally 
diverse, highly stratified marketplace, where foreign 
companies can leverage expertise from their home markets to 
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great success. We expect that as the Chinese market 
continues to expand in the coming decade, the China 
consumer will welcome multinationals that can adapt to 
regional differences. 


Multinationals, especially industrial firms, have invested 
significantly in technological development over the last two 
decades. Chinese companies will likely seek to build alliances 
with multinationals that are more technologically advanced; 
these new business relationships will help eliminate existing 
barriers to trade and will ease multinationals’ entry into the 
market. 


There are many great success stories of foreign companies in 
China. To name a few—none of which was the government’s 
choice: 


e¢ China is now the third-largest market for BMW and 
contributes more than 25% to global profit as Chinese 
consumers buy bigger and fully loaded cars, which are 
more profitable. 


e LOreal has seen sales in China rise from approximately 
€25 million in 1998 to €1 billion today, and at 7% of group 
sales, China is now L’Oreal’s third-largest market globally, 
behind the United States and France. 


e JCDecaux began operations in China in 2005 through 
acquisitions. Greater China is now JCDecaux’s second- 
largest market, generating an estimated 10% of group 
revenues and 6% EBITDA in 2010. 


e —Richemont derives 10% of group sales and one third of 
group profit (because of higher margin) from mainland 
China alone, without including overseas spending by 
Chinese consumers. 


These stories illustrate how well the market economy is 
working in China, how China’s decision to build a market 
economy paved the way for its current economic success. In 
order for this success to continue, however, the market must 
determine which goods and services it prefers. 


Two Factors for Success 


Market experience and technology are what multinationals 
can offer to the China market, but these two contributions do 
not guarantee multinationals’ success there over the next 
decade. We believe that before all else, multinationals need to 
devise a clear, long-term strategy in China. 


Most multinationals employ two strategies in China: They 
maximize sales revenue—often by running parallel brands 
and business lines—and they try to localize operations, from 
production to service and support. While we do not fault this 
model, we believe these strategies can be improved. 
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We see opportunity in moving from a revenue model to a 
franchise model. A franchise model relies on an extensive 
network of sales and services for long-term, sustainable 
growth. A franchise model also requires a centralized 
decision-making process about branding, sales, marketing, 
and relationships management. 


Multinationals with multiple brands and business lines could 
benefit from adopting this model, in our view, beginning with 
the implementation of a unified marketing and branding 
strategy. They then could consolidate their sales networks to 
avoid internal competition and inconsistent handling of clients. 
They might also consolidate the management of different 
business lines’ clients, government relations, and marketing. 


Indeed, many large firms have used the franchise model to 
achieve success in China—BMW, Richemont, and Adidas for 
instance. These companies all came to China early in its rise, 
to be sure, but even though they also ran multiple business 
lines and/or brands, they centralized their branding, marketing, 
distribution, and relationships management operations from 
their start here. We believe this approach is crucial for 
companies hoping to establish a long-term business in China. 


We also see opportunity in moving from a localization 
model to an integration model. Given the size of the 
Chinese market, we think multinationals would be well served 
to view China as a secondary home market, or even as a 
second headquarters, rather than as just another foreign 
market. Using a localization model, multinationals typically do 
two things: They bring products from their home market into 
China and localize the production, and they employ local 
workers. This could be improved upon, we think, by adapting 
to regional differences and integrating foreign products and 
services in that way. To accomplish this, multinationals could 
offer different products and/or services that appeal specifically 
to the Chinese consumer and work through existing 
institutional and operational structures to improve system 
efficiency and reduce bureaucratic delays. 


Unfortunately, although there are many good examples of 
foreign firms’ localization, we have found very few that are 
good at integration. On the product-offering side, Nokia is a 
rare example of foreign firms that understand the differences 
in the China market and design broad lines of products 
specifically for this market. Clearly, these companies have 
been very successful in China. 


At the corporate structure level, an example of integration is 
even harder to find. Most multinationals have their Asian 
headquarters outside of China, even in instances where a 
company derives most of its revenue from China. L’Oreal, 
Alcatel, Unilever, and ABB are exceptions, having moved their 
regional headquarter to China in the past decade. Managing 
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from a distance is not the optimal model, in our view. China is 
not just a big market, it is a quickly growing and changing 
market. It is impossible to manage a China business 
efficiently from an offshore headquarters using a remote 
control. Given the difficulty of managing from afar and the 
importance of China to multinationals, we believe that most 
multinationals should build a second global headquarter in 
this country. 


Three Categories of Opportunity for 
European Firms 


Compared with US firms, European firms are stronger in 
luxury consumer brands and automobiles and are similarly 
strong in industrial sectors. 


We group the China opportunities into three general 
categories. The first two categories represent companies that 
will benefit from the direct opportunities offered by China’s 
consumer boom and industrial upgrades. Taken together, 
these two direct opportunities create a third, indirect 
opportunity—a demand for materials and public utilities, from 
which companies in the third category will benefit (exhibit 16). 


Although foreign companies today make up more than 20% of 
China’s gross industrial output, most of these foreign 
companies are concentrated in low value-added businesses 
such as OEM factories. We believe that the greater upside 
potential for foreign companies, especially the European 
companies, lies in the franchise-critical consumer sectors and 
technology-intensive capital goods sectors. This view is 
consistent with our analysts’ findings as well. 


Some examples of foreign companies in sectors 
underrepresented in China are: 


e Bayer, despite its already high China exposure among 
peers, has only claimed about 2% share in the country's 
drug market; 

e Leading fashion retailer Inditex has a mere 68 stores in 
China, compared with 1,900 in Spain. China currently 
accounts for only 3% of group sales and operating profit. 

European firms in general are competitive in technology and 

experienced in franchise-building, which gives them certain 
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advantages at the micro level. With these advantages in mind, 
in the consumers category, we believe European companies 
are more competitive in household consumption (brands, 
retail, food and beverage, HPC, semiconductors, and air 
freight/logistics); culture and leisure (media/leisure and hotels); 
healthcare (medical services/devices and 
pharmaceuticals),and financial (asset management). In the 
industrial upgrade category, European companies are more 
competitive in aerospace/defence and machinery. European 
companies also have opportunities in selective material and 
utilities sectors, such as chemicals and water treatment. 


Exhibit 16 
European Companies’ China Opportunity Map 
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European Key Picks and How They Measure Up 


The secular growth dynamics of the Chinese market don’t 
leave European companies with much of a choice. If China’s 
rate of economic growth and the potential of its various 
industry sectors are anywhere close to what analysts forecast, 
the difference between playing in the game and sitting on the 
sidelines will be big enough to affect companies’ earnings and 
valuation multiples relative to their peers’. 


Given this macro reality, the question for European 
companies today simply becomes: What’s your China plan?’ 


In this next section, we asked our European industry analysts 
to identify the companies in their coverage universe that are 
best positioned to participate in the secular growth dynamics 
that our China strategist Jerry Lou describes in the 
introduction, “The China Landscape: Megatrends and 
Megatransition.” For each of the industry sectors discussed in 
this report, our local China industry experts provide the 
relevant market overview as well. 


A full-blown competitive analysis would involve an in-depth 
study of current market shares, projected market sizes, and 
various competitive strategies across industry sectors and 
global peer companies. Such an analysis is outside the scope 
of this report and is best accomplished at the industry sector 
level. Instead, we asked our analysts to assess their key picks 
qualitatively along three simple but distinct dimensions, with 
the understanding that any one or all of these can determine a 
company’s success in new markets; we also asked for a 
quantitative assessment of the longer-term profit potential. 


Exposure today 

Some European companies have already established a 
beachhead in China and can claim China as their third- or 
even second-largest regional market. Other European 
companies may hold a dominant position in the Chinese 
market, even though China operations contribute a relatively 
small percentage to their global sales. All of these companies 
have significant exposure to the Chinese market, with all of 
the opportunity and risk that this exposure entails. 


We must stress that what works elsewhere does not 
necessarily work in China. Therefore, the extent to which 
European companies have gained market share in China 
reflects their ability to overcome barriers to entry related to: 


e Aligning products and pricing with local client preferences; 
e Identifying and cooperating with the right distribution 
partners; and 


"The topic of corporate strategy in China has already received attention in the 
US financial press. See, for example, “Divided by a Two-Track Economy: 
Foreign Demand Buoys Some U.S. Firms, but Others Face Wary Consumers at 
Home,” The Wall Street Journal, September 7, 2010. 


e Understanding how to navigate a complex new market 
via formal and informal networks. 


What this means is that beyond the headline revenue number, 
market share in China is directly related to experience and 
access in the region. Companies eager to do business in 
China—like our key picks—cannot underestimate the 
significance of this point. 


Strategy 

Even companies with a strong foothold in China must 
continue to assess their positioning there as market 
conditions change. Conversely, because the Chinese market 
is ever changing, even a company with little exposure in 
China today may become a dominant player there tomorrow. 


Therefore, it is imperative that we understand the strategies of 
the companies our analysts have chosen. How focused is 
management on the Chinese market? What investments are 
being made and what alliances forged? Taken in sum, the 
answers to these questions lead us to the likely winners in the 
region. 


Some of our key picks may actually have a smaller presence 
in China when compared to some of their European peers. 
However, we predict that within five years the strategies that 
these companies employ will prove to succeed in China’s 
rapidly evolving market. 


Competition 

We believe that even with the significant exposure and the 
credible strategies of some of our key picks, a company can 
be overcome by local and foreign competition. To address this 
concern, we have asked our analysts to provide a brief 
assessment of the competitive headwinds for each of their 
key picks. 


As mentioned, a full-blown analysis of the competitive 
landscape is beyond the scope of this cross-sector China 
Files report and is best addressed at the industry sector level. 
Such an analysis would be necessary, however, to gain a 
more in-depth understanding of the challenges that might 
confront a European corporate operating in China. 


How European key picks measure up 

In the following paragraphs we look at how our key picks 
compare with the broader market and with the US corporates 
listed in the blue paper, The China Files: US Corporates and 
China’s Megatransition, published in September 2010. After a 
careful review of each European key pick on the basis of 
sector bias, recent performance, and valuation, we have 
concluded that these stocks are able contenders in China and 
are likely to continue to gain from the macroeconomic 
changes that strategist Jerry Lou described earlier. Our list, 


13 


Morgan Stanley 


heavily weighted with consumer-facing companies or their 
suppliers, has performed well against the market this year 
already and has even outperformed the aforementioned US 
picks in China. These European stocks therefore enjoy 
premium valuation multiples—meaning, their upside potential 
is more likely to come from above-average growth rather than 
from significant valuation re-rating. 


European list biased toward consumer companies 

It is worth noting some differences in composition between 
the US and the European key picks. First, the European list 
shows a distinct bias toward consumer companies, with 10 of 
the 20 stocks (50%) landing in the consumer discretionary or 
consumer staples categories. The US list, by comparison, 
leans more toward manufacturing, with 46% of its stocks in 
either the industrials or materials categories. Next, the 
European list is more diversified, with stocks from eight of the 
10 GICS sectors, including utilities and financials; the US 
basket contains stocks from six sectors. The European list 
also is less cyclical overall; about 35% of the names are 
defensive stocks (including consumer staples, healthcare, and 
utilities, versus 20% of the names on the US list (Exhibit 17). 


Exhibit 17 
Sector Composition of European & US China File 
Lists: Bias to Consumer Stocks in Europe 
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Our key picks outperform 

The European list has put in a very solid showing this year. 
The stocks are up 21.5% year to date and down 6.4% over 
the last three years (on a market cap-weighted average basis), 
outperforming MSCI Europe by 20.6% year to date and 32% 
over three years. Similarly, the European list is up 10.1% 
relative to the US list this year (Exhibit 18). 
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Exhibit 18 
European China Files List ls Outperforming MSCI 
Europe and the US China Files List 
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We should add here that the outperformance of our key picks 
is not purely a cyclical phenomenon. Rather, it is the expected 
result of powerful, lasting changes in the fundamental drivers 
of these stocks. In short, the outperformance of our key picks 
is aclear example of the megatransition at work in the capital 
markets. 


European picks command a valuation premium 

Given such robust performance, average multiples have 
moved to a sizable premium against the market. The list 
commands a 15.7x consensus next 12-month price-to- 
earnings ratio (weighted average), implying a 47% premium to 
MSCI Europe. On price-to-book multiple, the list trades at 2.8x, 
which represents a 76% premium to the market (Exhibit 19). 
Exhibit 19 

European China Files List Valuation Relative to 
MSCI Europe 
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Clearly, the market is paying up for some of the growth 
opportunity that these stocks offer, and we believe that a 
premium is warranted. Strong earnings growth would mean 
that these stocks could grow into these multiples, a plausible 
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scenario if economic expansion in emerging market continues 
to outpace G10 growth. 


Such stock valuations also mean that the individual 
companies are vulnerable if, for some reason, earnings 
disappoint. For our basket, however, such risk is well 
diversified, and so we believe that the valuation premium of 
our key picks will prove to be justified in the long term. 


Valuation premium versus other China plays, too 

The European list also trades at a premium to the US top 
picks basket, mostly because of their less-cyclical, consumer 
orientation. The weighted-average, consensus12-month 
forward PE of the industrial-heavy US picks is 12.8x, placing 
the European list at a 22% premium. The European list trades 
on a slightly lower PBV multiple, but that discount is close to 
its narrowest level of the last six years (Exhibits 20-21). 


Exhibit 20 
European China Files List Valuation Relative to US 
China Files List 
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Exhibit 21 


European China Files List Trades on Higher 
Multiples than Market 


N12M PE P/BV DY (%) RoE (%) 
European China Files List 15.7 2.8 1.6 10.9 
European Runners Up 11.9 2.2 3.3 14.3 
GEG China Exposure List 11.0 2.6 1.7 14.2 
US China Files List 12.8 2.9 1.9 16.4 
MSCI Europe 10.7 1.6 33 10.7 
MSCI EM 11.0 2.0 2.2 14.2 
MSCI US 12.3 2.1 2.0 13.2 


Source: Morgan Stanley Research, MSCI, IBES Note based on weighted average 


To be able to track the performance of our key picks and 
runners-up as the China growth theme unfolds, and for 
investors wishing to participate in the theme via these 
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European stocks, we created a European-China Files basket” 
(Bloomberg ticker < MSSTCHXs). 


Another way to play China is to trade the stocks of companies 
with the highest proportion of sales from China. We created 
such a basket for our Global Exposure Guide, published in 
September 2009; this basket contains 30 stocks, all of which 
took at least 10% of 2009 revenues from China. This basket 
trades on 11x consensus 12-month forward PE and 2.6x PBV; 
some of the gap in PE multiples is explained by the sector 
composition. The biggest difference between the Global 
Exposure Guide basket and the list in this European version 
of The China Files is the Guide’s heavier weighting in 
materials and industrials stocks (eight each out of 30). 


The information contained herein has been prepared solely for informational 
purposes and is not a solicitation of any offer to buy or sell any security or any 
other financial instrument or to participate in any trading strategy. Products and 
trades of this type may not be appropriate for each investor. Please consult with 
you legal and tax advisors before making any investment decision. Please 
contact your Morgan Stanley sales representative for more details. 
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Exhibit 22 


European China Files Key Picks: Key Valuation Metrics 
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IBES Consensus Forecast 
Valuations - 2011e 
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Market Overview 


All About Brand Equity and Distribution 
Market Today 


Fragmented market, healthy growth 


Chinese apparel and footwear consumption grew to Rmb 1,175 billion 
in 2008, representing a CAGR of 12.7% from 2003-08. Over the same 
period, apparel consumption had a CAGR of 13.7% to Rmb 981 billion 
and footwear consumption a CAGR of 8.5%. 


The apparel market in China remains highly fragmented, with many 
domestic brands competing with the growing number of international 
brands that are entering the country. As part of a long-term strategy, 
many international apparel brands are turning to retail operations in 
China rather than sticking to the traditional wholesale distribution 
model. 


The three main drivers of growth for the apparel and footwear industry 
are heightened fashion and brand awareness, increasing disposable 
income, and the growing middle class. 


The sportswear industry experienced rapid growth from 2002-08, with 
a CAGR of 30%-35%. In 2008, wholesale sportswear sales came in at 
$7.7 billion, but per capita sportswear consumption still has a ways to 
go before reaching the level seen in developed countries. 


Long-term Outlook 


Robust growth, steep competition, and consolidation 
e We expect robust growth for the apparel and footwear sectors given 


the ongoing trade-up trend in China. According to Euromonitor, the 
apparel and footwear markets could continue to grow at a CAGR of 
14.3% from 2008-13. 


On the other hand, competition will likely intensify given the entrance 
of more international brands into China as well as the emergence of 
stronger domestic national brands. 

We project the sportswear sector to grow at a CAGR of 15%-20% 


during 2008-13, driven by the increasing sports participation rate, an 
increase in disposable income and ongoing urbanization. 


What Does It Take to Win in China? 


e Right branding, positioning and marketing; an ability to attract, train, 


and retain talent; and good distribution. 
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Per Capita Consumption of Sportswear by Country 
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Key Pick: Adidas 


ADSG.DE, €46.71 
A Growth Sweet Spot 


Exposure Today 


Adidas to seize market share in China 


e We see China as the most important growth market for international sportswear brands. 
As the affluent consumer becomes more commonplace in China, consumption of 
sportswear is set to grow with the increase in demand for globally recognized, branded 
goods. Demand for these products is driven not only by participation in sports, but by 
fashion trends (in China, sports brands are seen as appropriate for everyday wear). Our 
AlphaWise survey confirms that consumers will pay more for a highly recognized brand, 
and Adidas and Nike—two beneficiaries of this trend—dominate the premium 
sportswear category in China. 


e Adidas currently generates about 10% of sales from greater China (approximately €1 
billion), making this its third-largest market after Europe and North America. We 
estimate that Adidas revenues in mainland China will expand by more than 10% per 
year over the next three years. 


e Adidas and Nike share a duopoly of the premium sportswear market in China. Brand 
awareness and penetration is highest in Tier 1-2 cities; increasing penetration within 
lower-tier cities will be the main growth driver in this sector. 


Strategy 
Local partnerships, lower risk 


e With the rising number of aspirational consumers in China, Adidas is likely to benefit 
from the country’s larger appetite for premium labels. Both Adidas and Nike dominate 
the premium segment within the Tier 1-3 cities, and they are establishing relationships 
with key licensing partners to expand their presence in lower-tier cities. Partnership with 
these local distributors helps Adidas manage regional differences and reduces the risks 
that come with setting up businesses in new territories. Adidas also operates some of its 
China stores directly—perhaps 100—but these are typically large flagship stores that 
serve to strengthen the brand. 


e Our AlphaWise survey finds both Adidas and Nike rank similarly amongst consumers in 
China. Adidas will continue to expand via its distribution partners, and we are confident 
that improvements to the supply chain over the past year will provide greater inventory 
control and avoid the excessive markdown activity that occurred after the Beijing 
Olympics. 


Competition 
China presents structural growth for both international and domestic brands 


¢ Our view is that there is plenty of room for both domestic and foreign competitors to 
grow in China. The international brands offer Chinese consumers a differentiated 
premium product and do not compete directly with the more value-oriented domestic 
brands found in Tier 1-3 cities. We do not expect that the domestic brands will provide a 
material threat to the global brands within developed markets. 


Profit Potential 

Regional sales support margin expansion 

e We estimate that Adidas has a higher operating margin within China (local sourcing and 
product mix), and we expect that regional sales, which account for a higher proportion 


of the group, will support margin expansion. Currently China accounts for about 10% of 
group sales but more than 15% of group EBIT, according to our estimates. 


MORGAN STANLEY RESEARCH 


October 29, 2010 
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Apparel 


Louise Singlehurst 


Comments from management 


“I’m quite relaxed to tell you that we will 
grow our Adidas business in the second half 
of 2010 in China, and this will accelerate 
into 2011, because we have shown already 
the product for the first quarter in 2011 and 
acceptance from the retailer is extremely 
positive.” | 


Herbert Hainer, CEO 


“Consumers in China have become more 
sophisticated in terms of the brands they 
wear and more fashion-oriented in both 
sports and leisurewear. This makes China a 
very important market for Adidas.” ” 


Chistophe Bezu, MD 
Greater China 


‘FactSet, 2Q2010 earnings call transcript. 
* China Daily, June 3, 2010 
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Market Overview 


The Largest Luxury Market by 2015 


Market Today 


Chinese luxury goods consumption reached $9.4 billion in 2009, 
accounting for 27.5% of global luxury goods consumption, according to 
the World Luxury Association. This is up from $8 billion in 2007, when 
China accounted for 18% of global luxury consumption. 


In addition, the World Luxury Association estimates that the Chinese 
would overtake the Japanese as the world’s largest luxury consumers 
by 2015, with their share growing to 32%. 


Currently the Chinese luxury market is driven by male consumers 
between the ages of 25 and 40, younger than that of the developed 
markets. 


Long-term Outlook 


Emerging middle class and wealthier female consumers 


The emerging middle class will become one of the key driving forces 
behind the luxury consumption boom in China. McKinsey estimates 
that by 2015, the number of wealthy households (with an annual 
income of more than Rmb250,000 or $37,500), will grow to 4 million 
from 1.6 million in 2008. 


The growing spending power of the younger female consumers will 
also become an important growth driver of the luxury market over the 
medium term. 


While there are still growth opportunities in tier 1 cities, global luxury 
brands will likely see more expansion opportunities in tier 2-3 cities as 
department stores and shopping malls are developed in the next few 
years. 


In the long term, it is possible that the Chinese government reduces 
import duty of luxury goods to keep consumption spending within 
China. Depending on the category, import duties could range from 25% 
to 100%. The reduction of import duties would be a significant driver to 
domestic luxury spending. 


What Does It Take to Win in China? 


e Strong distribution, prime locations for stores, and an ability to attract, 


train and retain talent. 


MORGAN STANLEY RESEARCH 
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China Luxury Goods Market Size 
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Key Pick: Richemont 


CFR.VX, CHF48.67 


High-Profile Brands Preferred 
Exposure Today 


Significant untapped potential 


e Richemont is the second largest luxury conglomerate, with the greatest exposure to the 
watch and jewelry category (more than 90% of group EBIT). We believe the group is ina 
strong position to benefit from the growing demand in China for global luxury brands, 
especially given its unique brand portfolio, which includes high-end names like Cartier and 
Montblanc. 


e Richemont generates nearly 10% of group sales within mainland China, but we estimate 
that Chinese consumers drive more than 25% of sales, when adjusting for sales at home 
and abroad. We assume demand from this consumer base will grow nearly 25% in 2010, 
driving 6% of global demand. 


e China represents the fifth-largest market for the group, after Hong Kong, Japan, the US, and 
France. The company’s exposure to the fast-growing Chinese consumer segment will 
continue to support its expansion. Of particular interest: most luxury purchases in China are 
made for corporate gifting, and 60% of all luxury purchases are made by men, we estimate. 
Cartier ranks as China’s best jewelry brand, and Montblanc has recently commented that 
China is its largest market. 


Strategy 


Broader store network 


e Richemont will continue to focus on expanding its retail presence in China by adding to its 
store network. In May 2010, the group had 389 boutiques in greater China, including Hong 
Kong and Macau. Today, the brands with the largest exposure to China are Cartier, 
Montblanc, and Dunhill, and we see opportunities for the company to expand its watch 
distribution via the wholesale channel. Watch brands that we think will do particularly well 
are Piaget, IWC, Vacheron Constantin, and Jaeger-LeCoultre. 


Competition 


Locals are no competition 


e Richemont faces little competition from local brands. The Chinese consumer typically 
desires western brands with global recognition. Whilst Swatch is one of the group’s biggest 
competitors in China, we believe that Richemont has the largest exposure to the high-end 
luxury category (retail price points at more than $5,000). 


Profit Potential 


Higher margins in luxury names 


e Richemont, similar to its luxury peer group, benefits from higher margins within China. 
Prices are typically 15%-20% higher than in Europe (excluding duties). As a result, we 
estimate China accounts for over one-third of group EBIT. As revenues within mainland 
China account for an increasing proportion of the total group, this should support margin 
expansion. 


e Potential blue-sky scenario: we think that Richemont will benefit if China decides to cut 
import duties on luxury goods (currently prices in mainland China for luxury goods are at a 
20%-30% premium to Hong Kong prices). If it happens, the tax cut would encourage greater 
spending. 


Comments from management 


“China is managing its growth well. 
The Chinese are hungry for status 
symbols. So if China continues to do 
well macroeconomically, and there is 
no reason today why they shouldn’t, we 
will continue to see double-digit 
growth. Will it be more like 20% this 
year or, like the years before, even 
higher, we don’t know.”? 


“Specifically, in China, watch brands 
go retail. If you want to make an impact 
you have to do your own stores or 
franchise stores—but stores, anyway. 
That’s the way it’s done. And we are 
very bullish on Asia.” 


Norbert Platt, 
Non-executive Director 


‘FactSet, Q42010 earnings call transcript 
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Market Overview 


China’s Next Growth Engine: Domestic Consumption 


Market Today 


Reaccelerating retail sales growth in 2010 
e China retail sales stood at Rmb12.5 trillion in 2009, representing a 


CAGR of 15.5% during the 2000-09 period. Despite moderating growth 


in 2009, given deflation and greater discounting, retail sales have 
recovered and have been robust in 2010, with year to date growth at 
23.8%. 


e Apparel and other discretionary goods accounted for 25.2% of total 
retail sales for the first half of 2010. 


e Sales of non-grocery retailer goods amounted to Rmb3.6 trillion, 
growing at a CAGR of 14.6% from 2003-09 and representing about 
10.7% of GDP. 


Long-term Outlook 


Super cycle of domestic consumption 


e The key long-term drivers of China retail sales include urbanization; 
wealth creation; potentially lower savings rate; increased credit 
purchases; and the ongoing trend of trading up. 


e Structural demographic change means the emergence of new 


opportunities for retailers. Over the next decade, consumers in the age 


group of 25-35 will be the fastest growing segment. They will be well 
educated and globally connected and have more income and 
inclination to spend than their parents. 


e Retailers and brands positioned to capture the increasing demands of 
this demographic group will benefit most. 


What Does It Take to Win in China? 


e Successful channel management and higher product quality and brand 


appeal. 


Retail Sales Growth in China 
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Key Pick: Inditex 


ITX.MC, €59.22 


Flexible Business Model Supports Global Expansion 
Exposure Today 


Strategic presence established 


Inditex was a relatively late entrant to the Chinese mainland market when Zara opened its 
first flagship store in Shanghai in 2006. Since then, China has become a key market for the 
group. To date, Inditex’s expansion has centred on China’s major commercial hubs (Beijing, 
Hong Kong, Macao, Guangzhou, Shanghai, and Shenzen), and we expect geographic 
expansion to deepen significantly over the next five years. As of January 2010, Inditex 
operated 68 stores in China, of which Zara accounted for 44. In addition to the core Zara 
concept, Inditex also operates four of its seven other concepts—Massimo Dultti, Bershka, 
Pull & Bear, and Stradivarius—in China. We estimate that China currently accounts for 3% 
of group sales and operating profit. 


Strategy 


Multi-concept, multi-channel 


Inditex’s global expansion is anchored in the group’s unique, flexible business model. As in 
all of its international markets, Inditex’s presence in China is limited to its stores, with product 
shipped by air from the group’s centralized distribution facilities in Spain on an as-needed 
basis. Because of this flexibility, the company’s invested capital and specific geographic 
risks are kept to a minimum. 


Management has identified China as one of three key growth markets for the group over the 
next three years. Along with Japan and South Korea, China now accounts for about 50% of 
the group’s capital expenditure despite accounting for less than 5% of its existing selling 
space. Moreover, with the recent addition of the group’s smaller concepts, Inditex now has 
five different growth formats available to it in China, a plan which should accelerate 
expansion in the region. We expect 70-80 net store openings in China in 2010, up from 41 in 
2009. 


Given the fragmented nature of the Chinese retail market and Inditex’s global appeal, we 
believe this diversification represents a key differentiating factor for success in China. 


Competition 


Diverse, developed competition 


Competition is highly diverse, ranging from local brands, such as Metersbonwe and Baleno 
(controlled by Texwinca), to other global fashion retailers, including H&M, Mango, and Esprit. 
In addition, a number of international retailers, such as Bestseller (Denmark) and Jeans 
West (Australia), have expanded rapidly through franchise partners and now operate highly 
developed store networks. Despite developed competition, we believe that Inditex’s flexible, 
fast-fashion business model will enable it continue to take market share, as it has done in 
most other markets in which it operates. 


Profit Potential 


China key to financial performance 


Comments from management 


“In Asia, our priority is to leverage on 
the strong and strategic presence we 
have built over recent years. Asia 
accounts today for 12% of Inditex 
sales. Our expansion has been 
remarkable due to the excellent 
reception of our business proposition, 
[which] focused on the latest fashions 
and the fact that many of these markets 
are in transformation. We currently 
enjoy a very strong position in the 
region, and we have built a relevant 
presence in most Asian capitals. We 
are following a multiconcept expansion 
strategy in Asia, combining openings 
of Zara with openings for a number of 
our formats in the majority of markets. 
As an example, we are currently 
expanding in China with five 
concepts.”! 


[Inditex intends to grow its share of 
sales from Asia to 20% through] “a 
combination of new openings and like- 
for-like sales growth evolution. China 
is going to be the most relevant 
country, with a very significant number 
of openings every year.”! 


Pablo Isla, First Deputy Chairman 
and CEO 


‘Factset, 2009/10 earnings call transcript 


China contribution to group revenues 
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Market Overview 


Booming with Baby Boom 


Market Today 
Double-digit growth 


The China baby food industry has experienced double-digit growth year 


over year since 2001, accelerating at a CAGR of 24% from 2004-09. 


Growth potential for the baby food segment is still huge in China. Per 
capita consumption remains low compared with that of other more 
developed countries; the proportion of the population aged 0 to 4 years 
will maintain at its current level, according to Euromonitor. 


Industry growth derives mainly from increasing per capita disposable 
income, consumer trade-ups in food, and more extensive distribution 
channels to lower-tier cities. 


Milk formula accounts for about 87% of the total baby food market (by 
value). Currently, foreign players dominate the infant milk powder 
market, especially in tier-1 cities. However, we see more opportunities 
for local companies to grow in lower-tier cities. 


Long-term Outlook 


Focus on quality and variety 


We expect faster growth of the total baby food market given 
improvements in the standard of living and per capita disposable 
income. 

The market will become more competitive, especially between foreign 
and domestic players. 

Food safety is the top concern of the industry. For infant milk powder 


companies, reliable sources of safe raw materials would be a key 
competitive advantage in the future. 


What Does It Take to Win in China? 


Safe, high-quality products, good distribution channel, and brand 
awareness. 
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Baby Food: China Market Size 
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Baby Food: Per Capita Consumption Across Countries 
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Key Pick: Danone 
DANO.PA, €44.94 
A Winning Franchise 


Exposure Today 


Market leader in baby food market 


Through its Dumex brand, Danone is the market leader in Chinese baby food, with a 14% 
market share (Mead Johnson follows at 12% and Beingmate at 10%). In the infant formula 
category, where it has been especially successful, Dumex has used a tiered brand strategy 
to capture 17% of the super-premium market. Danone also has a strong presence in the 
smaller standard segment, with 21% market share. Danone has increased its total market 
share in Chinese baby food by some 200 basis points since the acquisition of Numico in 
2007, and today total China accounts for some 5% of group net sales (two-thirds of this is in 
baby nutrition with the bulk of the rest in Waters). The group’s volume growth in China has 
consistently been in the high-teens and has outperformed the underlying market, which has 
grown at an 18% CAGR since 2006. 


Strategy 


Premium brands and strong investments push distribution 


Danone’s baby food strategy in China has been to drive growth through premiumisation and 
expanded distribution. The Chinese baby food market has seen rapid growth in premium 
products in the last few years as ever-wealthier consumers look to trade up, shifting the 
market towards the premium segment. It has expanded from 41% to 66% of the total baby 
food market since 2007. We believe that Danone is overindexed to this segment, which 
represents about 80% of its sales. Danone also participates in the shrinking mid-market 
segment, leveraging it as a stepping stone to the premium segment to capture uptrading. 
Danone has expanded its geographic coverage significantly in the last several years; the 
Dumex business now covers 1,080 cities, as compared with 631 in 2007. Concurrently, the 
group added to its sales force, which has grown from 2,500 representatives to 8,500. Today 
the group covers over 43,000 stores as compared with some 15,000 in 2007. 


Competition 


International brands dominate top end of the market 


International baby food producers have moved aggressively to develop the Chinese baby 
food market, competing at the premium end. This trend accelerated in 2008, when large 
quantities of domestically produced infant formula were found to have been diluted with 
melamine, causing a number infant deaths. As a result of this incident, consumers became 
even more quality conscious, switching to higher-priced items and to international brands. 
Danone is the leading player, based on the Dumex brand, followed by Mead Johnson (with 
Enfamil), Beingmate, Yili (both Chinese companies), and Nestle. 


Profit Potential 


Margins on the back of growth 


Danone is undertaking an ambitious programme in the Chinese market. Selling expenses 
are likely to remain significantly above the group’s overall level, at 28% of total sales. Given 
the company’s expanding presence in the country, we expect strong operational leverage to 
drive margins on the back of growth. With Chinese consumers highly focused on product 
quality, we expect competition to remain innovation-led, with pricing less important. We 
believe that the profitability of the Chinese business is in line with the baby nutrition 
division’s overall EBITA margins at about 18%. 


MORGAN STANLEY RESEARCH 


October 29, 2010 
The China Files: Europe 


Food 


Michael Steib 


China contribution to group revenues 
€mm and as % of group 


2,500 5% 8% 
2,000 CAGR 
1,500 20% 
1,000 
500 


0 
2010e 2015e 
Source: Morgan Stanley estimates 


24 


Morgan Stanley MORGAN STANLEY RESEARCH 


October 29, 2010 
The China Files: Europe 


Market Overview Beverages 


Angela Moh, Lillian Lou, Penny Tu 


Sales of High-End Spirits Soar 


Market Tod ay China Spirits: Market Size and Growth 
. aoe . Rmb mn 
High-end spirits are in favour 450,000 16% 
e The China spirits industry recorded rapid growth over the past 10 400,000 14% 
years, with a 16% CAGR over 2004-09. 350,000 12% 
e The high-end spirits sector (10% of the total spirits market by value) 300,000 10% 
saw sales ramp up as the economy grew and consumers traded up 250,000 av 
from lesser brands. Currently, the high-end sector enjoys strong pricing 200,000 
power and brand loyalty, especially for leading sector names like 150,000 we 
Moutai, Wuliangye, Luzhou Laojiao, and Sichuan Swellfun. Average 100,000 4% 
selling price of high-end liquors increased 13%, with a CAGR of 6% in 50,000 2% 
volume over the past five years. ; 0% 
e Foreign brands still occupy only a small segment of the market but aunt eae ieee eins “Su 
have good potential. Imported spirits account for about 1% (volume) 
and 2% (value) in Chinese spirits consumption. Foreign brands are Source: Euromonitor, Morgan Stanley Research 


sold mainly through on-trade channels and at higher prices than 
Chinese high-end spirits can command; the high-end producers target 
a growing population that seeks an upgrade in life style. 


e About 42% (by value) of spirits are sold through an on-trade channel, SUPITERID Ss Ue See 


and this kind of distribution is growing. On-trade sales showed strong Amb mn Rmblliter 
momentum from 2004-09, at a CAGR of 15% in value terms against a 180,000 180 
CAGR of 9% for off-trade sales. 160,000 160 
140,000 140 
Long-term Outlook 120,000 120 
ae 100,000 100 
Brand franchise is key 80,000 ag 
e With continued growth in China’s GDP and consumers’ disposable 60,000 60 
incomes, we expect to see a CAGR of 8%-10% for high-end spirits 40,000 40 
during the next five years. 20,000 ! 20 
e Inthe high-end liquor sector, companies with strong pricing power and aa ae fa ie ae 
brand loyalty could sustain long-term growth. OED ae 
What Does It Take to Win in China? Source: Euromonitor, Morgan Stanley Research 


e Strong branding and pricing power and an efficient distribution channel. 
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Key Pick: Pernod Ricard 
PERP.PA, €63.98 
Imports of Premium Spirits Surge 


Exposure Today 


Market leader in imported spirits in China 


e Pernod Ricard has captured about 45% of the imported spirits market (vodka, whisky, and 
cognac) in China, followed by Moet Hennessy Diageo at 34%, Remy at 8%, and Brown- 
Forman at 4%. The group is the number-one player in whisky, with a strong exposure to the 
premium segment (at around 58% market share, followed by Moet Hennessy Diageo at 
29% and Brown-Forman at 8%). Based on its Martell brand, Pernod Ricard is the number- 
two player in cognac (31% market share), after Moet Hennessy Diageo (46%) and Remy 
(21%). Its rise has been rapid though— Pernod Ricard’s market share in cognac has nearly 
doubled since 2001. Today we estimate that China accounts for around 6% of group net 
sales, after a recent uptick in performance. For the last three quarters Pernod Ricard has 
seen double-digit volume growth in China, up from mid to high single digits at the height of 
the recession and after destocking in the first half of 2009. With the imported spirits segment 
accounting for only about 1% of the whole Chinese spirits market in volume (and 2% of 
value), the potential for future growth is significant. 


Strategy 


Growth in premium brand segment 


e Pernod Ricard focuses on the premium end of the imported spirits market in China, with the 
emphasis on out-of-home consumption via exclusivity contracts, especially for the Chivas 
brand. The premium and super-premium categories account for 99% of Pernod Ricard’s 
whisky sales in China, and the ultra-premium segment accounts for 70% of cognac sales. 
(The ultra-premium segment is that above Martell XO, at the off-premise price point of Rmb 
928.) Pernod Ricard has a strong distribution network covering six regions, with seven 
branches and over 400 employees. The company relies on its own brand and sales force to 
promote its brands. 


Competition 
Competition to intensify 


e Moet Hennessy Diageo and Pernod Ricard have gained market share against Remy during 
the last 10 years as a result of their more aggressive investments and larger firepower. In 
2009 Remy left its relationship with Maxxium, its distribution partner in China, in order to 
reinvigorate its key cognac brand, Remy Martin, with the announcement that Remy “is 
coming back in China”. Diageo, which owns Johnnie Walker, is the second player in scotch 
in China. Diageo has a joint venture with a local spirits producer in the Bai Jiu category, 
which could give the company access to a wider distribution network. The competition 
between these three players is likely to intensify, and investments should remain strong. 


Profit Potential 


Marketing spend to remain high 


e We estimate that marketing spend accounts for around 30% of net sales in China, 
compared with a group average of around 18%. Whilst Pernod Ricard’s Asia-Pacific division 
has margins in line with the group average, we expect the profitability in the region to be 
driven by higher profitability in South Korea and Thailand, offsetting lower margins in China. 
Investments should remain high in the country, and we expect a strong pricing mix to 
support margins expansion. 
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Market Overview 


Foreign Dominance to Continue 


Market Today 


Foreign players already claim dominant positions 


¢ China's household and personal care industry has enjoyed solid growth 
over the past 10 years; CAGRs for the years 1998-2008 range from 5% 
to 10%, depending on the category. 


e Markets are still far from saturation, though: per capita consumption of 
many product categories remains very low, compared with that in more 
developed countries. 


e Industry growth could accelerate over the next three to five years, 
supported by sustained per capita income growth, continued 
urbanization, premiumisation (consumers trading up for better quality), 
and enhanced distribution, with retail companies gradually tapping into 
low-tier cities. 


e Foreign players have been very successful in HPC markets due to 
advertising and marketing efforts. Local players are also strong in 
select categories due to a more comprehensive distribution network. 


Long-term Outlook 


Stable, rapid growth 


e We expect 10%-15% annual growth rates for leading players in HPC 
markets in the next decade. 


e Foreign players will continue to dominate many sub-segments, but 
local rivals are rising quickly in a few niche fields such as natural 
products based on traditional Chinese herbs. 


What Does It Take to Win in China? 


e Marketing, branding, and distribution. 
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Hair Care: China Market Growth 
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Key Pick: L’Oreal 
OREP.PA, €85.25 
Leading Player in a Global Game 


Exposure Today 


China is L’Oreal’s third-largest beauty market globally 

e L’Oreal has seen sales in China rise from about €25 million in 1998 to €1 billion today; at 
7% of group sales, China is now L’Oreal’s third-largest market globally, behind the US and 
France. L’Oreal has leading market positions in skin care, make-up, and hair coloring and 
has recently expanded into hair care. Overall, L’Oreal is the number-two player in China, 
with 12.6% share, second to Procter & Gamble (16.1%); current trends suggest L’Oreal 
could be the number-one regional player in two or three years. In the mass channels, 


L’Oreal’s main brands in China include Garnier, L'Oreal Paris, Mininurse, and Yue Sai, and 


in luxury channels Lancome, Kiehls, Kerastase, Shu Uemura, and Helena Rubenstein. 


Strategy 


Bigger than US market by 2025 

e The value of the Chinese beauty market is growing by about 10% per year, driven by rising 
middle class incomes, increased focus on skin care, especially anti-aging and whitening 
products, and expansion of organized distribution outlets (hypermarkets, supermarkets, 
etc.). These trends are particularly strong in the lower-tier cities in the middle and eastern 


regions of the country. L’Oreal believes the Chinese beauty market is destined to be bigger 


than that of the US by 2025, rising from about €15 billion today to about €55 billion. 

e The Chinese beauty market focuses primarily on two categories: skin care (50%) and hair 
care (25%). By comparison, the same two categories make up less than 50% of the total 
beauty market in the US. 


e LOreal is in a good position to take advantage of opportunities in China, having secured the 


top spot in skin care already and with well-established local R&D facilities generating 
product ranges tailored specifically for the Chinese consumer. The company also has an 
established local communication strategy. 

e L’Oreal has only recently expanded into hair care, leveraging the brand equity achieved for 
Garnier and L’Oreal Paris. With 2% market share currently in hair care, we believe L’Oreal 
can gain share against incumbent market leaders. Whilst P&G is unlikely to surrender its 
market-leading position at 35% share, Unilever in second place (12%) and Beiersdorf in 
third (8%) are well within L’Oreal’s sights. 

e Even though the majority of L’Oreal’s sales come from the higher-tier cities (Shanghai and 
Beijing, for example), 75% of China’s urban population lives in the lower-tier markets and 
66% of total retail sales derive there. Thus, these lower-tier markets present a significant 
opportunity for L’Oreal to realize future growth. 


Competition 


Attractive growth potential 

e The strong macro trends in China and its attractive growth potential mean that competition 
within the beauty channel is intense, with nearly all multinational personal care players 
aggressively seeking growth. P&G is the overall market leader, with 16% share of the 
market, although this share has been slipping since 2005, when it hit 19%. Shiseido is the 
third most successful company in the region, with 6% market share, and Unilever is fourth, 
with 4%. P&G’s leading position is based on its stronghold within hair care via the Pantene 
brand, although it is also a strong competitor to L’Oreal in skincare, with the Olay brand. 
Unlike the mature markets of Western Europe and North America, however, overall growth 


in the sector in China should enable all players to realize growth as penetration of lower-tier 


cities and development of retail formats continue. 


Profit Potential 
China EBIT to ratchet up 


e Should L’Oreal be correct in its estimate for China to overtake the US as the world’s leading 


beauty market by 2025, we would expect EBIT contribution from China to increase from 
around €160 million today to about €450 million. 
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Comments from management 


“Our third major strategic choice of this 
last year is the geographic expansion in 
the global markets. We’ve had 
important and successful breakthroughs 
in many countries which are crucial for 
the future, starting with China, of 
course, which in this first half of 2010 
has become L’ Oréal's number three 
country. This is historic milestone now, 
third after France and the US.”! 


“We are the leader in almost all of our 
business and are particularly well 
placed to take advantage of the huge 
potential of Chinese market.” ' 


Jean Paul Agon, CEO 


'1H10 results presentation, August 26, 2010 
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Market Overview 


A Market That Needs Differentiation 
Market Today 


Strong market expansion in recent years 


e China saw 1.9 billion of express mail services processed in 2009, a 
24% CAGR from 2007 to 2009. 


e The strong volume drivers in this sector are foreign trade 
(imports/exports), on-line shopping, and e-commerce. 

e The domestic express segment is fragmented, with a growing number 
of small domestic express operators. 

e The international express segment is highly concentrated, with about 


80% of the market dominated by the major international players FedEx, 
UPS, DHL, and TNT. 


Long-term Outlook 


Sustained demand growth 


e International express should be able to grow at a rate of 20%+ year 
over year in the next decade given the potential import demand led by 
the increase in domestic consumption and renminbi appreciation, and 
import demand from Chinese firms. 


e Foreign express majors would continue to dominate the market shares 
given advantages in their global networks. 


What Does It Take to Win in China? 


e Low cost, local connections, a strong commitment of financial 
resources, and an ability to adapt to the strategic changes of 
multinational companies in China. 
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Key Pick: TNT 
TNT.AS, €19.52 
A Network to Serve Domestic Demand 


Exposure Today 


The only nationwide domestic network 


TNT employs 16,500 people in China who work from 34 international and 1,500 domestic 
depots. According to our 2010 estimates, the overall business in China generates €675 million 
in sales (€533 million in 2009), which accounts for 10% of the Express division. It currently 
operates at break-even at EBIT level because TNT is re-investing earnings back into growth. 
Chinese domestic operations account for around 45% of sales, or €304 million, with 
import/export operations, mainly to and from Europe, accounting for the remainder. TNT 
entered the domestic market in 2006 with the acquisition of a less-than-truck-load (LTL) freight 
transport company, Hoau. It has substantially improved that business by cutting transit times 
(from an average of five days to four days); improving load factors in the line haul, which 
account for 50% of costs; strengthening controls (90% of the business transacted is for cash); 
and overhauling the infrastructure (adding and improving hubs and sales branches). 

The majority of clients deliver their parcels at one of TNT’s 1,500 sales outlets (75% of sales). 
TNT delivers only 25% of freight to the door. TNT’s sales outlets are connected via 56 regional 
hubs and eight mega hubs, the largest of which is comparable in size to TNT’s European air 
hub in Liege. The company contracts out line haul transport but still manages this capability 
and provides operators with TNT-liveried equipment outfitted with GPS systems. 


Strategy 


Time-guaranteed delivery product 


The main game-changer for TNT was the introduction of a Day Definite delivery product in 
2009. TNT transports Day Definite freight in cages and bags that are security sealed. As a 
result, the Day Definite product is not only a faster and more reliable service, but also more 
secure. TNT receives a 100% yield premium for this service compared to the traditional LTL 
service. 

TNT has set up a sales force of 150 professionals supported by 300 junior staff to attract 
clients from the high tech, pharmaceutical, and fashion industries, businesses to which the 
security and the speed of the Day Definite product should appeal in particular. TNT plans to 
link up all depots eventually to the Day Definite service and to move towards time-guaranteed 
delivery products. 


Competition 
Cheaper and faster 


TNT is the market leader in Day Definite road-based delivery. Its main competitors are the rail 
system and domestic air-based delivery companies. TNT’s Day Definite product is cheaper 
than the rail product by approximately 50% per kilo and with similar or often faster delivery 
times. 

Road delivery is more than 50% cheaper than air delivery. In the LTL business, TNT faces 
substantial competition from local companies, but in the next five years this should become a 
very small part of TNT’s Chinese business. 


Profit Potential 
Express to excel 


The Chinese domestic express market could reach a size of €43 billion by 2022, up from €1.9 
billion in 2007. This assumes the market reaches maturity with a market-size-to-GDP ratio 
similar to that of the US in 2007 (0.43%). 

The domestic road segment should account for €30 billion of that market by 2022 versus €1.0 
billion in 2007. This compares to TNT’s Chinese domestic revenues of €270 million in 2010, of 
which, we estimate, around €50-€75 million is accounted for by the Day Definite parcel 
business. If TNT can maintain a 9% share of the domestic Chinese road market, then China 
domestic express (excluding import and export) should account for €2.7 billion of sales by 
2022. 

Based on TNT’s target EBITDA margin of 7%-10% for its emerging market business, this 
should add €0.189-€0.270 billion to EBITDA, or 32%-46% of our 2010 forecasts for express. 
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Market Overview 


An Emerging Global Media Leader 


Market Today 


Incubating the largest media market in the world 


China owns the world’s largest media market by consumer volume. 
For instance, China has three times more TV households than the US 
and accounts for one-third of the global cable TV user base. China 
also ranks number one worldwide by user volume in mobile phone 
users, Internet users, and newspaper circulation. 


Advertising sales in China soared nearly five times over the past 10 
years compared with about four times for China’s GDP and one time for 
advertising expenditure in the US. Yet advertising spending per capita 
in China approximates only 2%-3% of the level in the US, implying 
significant upside. 


China’s media market is highly fragmented and industry consolidation 
is inevitable, in our view. 


Long-term Outlook 


Content is king 


The proliferation of content distribution channels—such as mobile, 
Internet, and digital cable TV—helps shift bargaining power toward 
upstream content suppliers. 


New media (Internet, mobile, and other digital media) should continue 
to cannibalize the market share of old media (traditional TV, 
newspaper, and radio). 


Unlike traditional media, which is often limited by geographical location 
and time constraints, new media leaders often dominate their markets 
in China. 


Outdoor advertising accounts for about 15% of China’s overall 
advertising sales. In our view, outdoor media tend to be content light 
relative to TV and print media and thus subject to less regulation in 
China. 


China outdoor media players enjoy ‘situational monopoly’ and pricing 
power, thanks to the limited location supply and their typically exclusive 
ownership of outdoor media assets. For instance, Focus Media, a 
dominant player in office building advertising, has consistently raised its 
advertising rate by an average of 20%-30% per year in the past, 
against 10%-20% for CCTV, the TV powerhouse in China. 


What Does It Take to Win in China? 


e Partnerships with strong local players, deep understanding of local 


users’ needs, and relationship with local regulators. 
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Key Pick: JCDecaux Advertising 
JCDX.PA, €21.31 Edward Hill-Wood 
China Adds to Organic Growth 


Exposure Today 

Largest presence in outdoor advertising 

e Greater China is JCDecaux’s second-largest market, generating 10% of group revenues 
(€230 million) and 6% EBITDA (€30 million) for 2010, on our estimates. After entering the 
market in 2005 via three acquisitions, JCD operates in 34 cities, including Hong Kong and 
Macau. It almost exclusively focuses on advertising in transport hubs such as airports (Pudong 
and Hongqiao in Shanghai), metropolitan areas (six cities, including Shanghai), and buses in 
15 cities (implying national coverage). It is also active at 285 university campuses. While it 
currently avoids the more unregulated and fragmented billboard market, we see some scope 
to build up a network of street furniture contracts in the future. 


Strategy 
Clear, consistent focus on transport 


e JCD’s expansion of its profitable outdoor advertising business in China has not been a 
straightforward undertaking. However, after entering the market in 2005, management has 
adopted a clear, consistent strategy to focus on the transport area, where it can secure 
exclusive, long-term contracts and leverage its international network of clients. This strategy 
has led to above-average profitability and limited capital intensity. The company’s strategy for 
long-term revenue outperformance is to win premium contracts in the airport and metro areas 
of Tier 1 cities like Shanghai; to focus on areas where traffic growth is expanding rapidly and 
will support higher pricing for that reason (for example, the number of passengers using 
Shanghai’s metro system—and reading its advertising—has risen from 1.8 million to 6 million 
since 2007); to take advantage of increased income and consumption levels in urban 
populations; to keep expanding into Tier 2 cities (5 million to 10 million in population) in a 
controlled fashion; and to avoid the fragmented, largely unregulated billboard market, although 
expansion in street furniture is possible. 

e While typically less profitable, transport enjoys low capital intensity, and we estimate ROIC in 
China within 15%-20% of the group average. 


Competition 


Few direct contenders 


e The Chinese outdoor advertising market is projected to be worth $3.8 billion in 2010 (Zenith), 
or 17% of the overall advertising market. Within this, we estimate that transport (airports, rail, 
subways, etc.) is worth close to $1 billion, implying that JCD has a 25% market share (broadly 
speaking, 20% in airports and 30% in other venues). 

e Key competitors include AirMedia (in airports) and VisionMedia (in transport). The former, 
while being loss-making, has been expanding rapidly and actually secured a contract from 
JCD to operate digital TVs and frames in Shanghai’s two main airports through 2012. We note 
that most of JCD’s positions are secured on 15-year contracts, limiting direct competition; the 
key variable for profitability is overall advertising expenditure rather than share. Looking 
forward, we see scope for JCD to enter the more fragmented street furniture market. 


Profit Potential 

Organic revenue growth 

e We estimate JCD generates around €230 million in revenue and €30 million in EBITDA from 
greater China, which includes Hong Kong. In 2010, this represents 10% of group revenues China contribution to group revenues 
and 6% of group profits but is closer to 8% free cash flow (due to low capex at about 3% of 


: : € d as % of 
sales versus 8% for the group). We estimate 30% derives from airports, 50% from subways, so arg a 


and 20% from buses. We assume a 13% margin, slightly above the transport group average sie 10% 14% 
margin but well below JCD’s overall 23.5% margin in 2010. 400 
e Assuming real GDP growth in China of around 10%, we expect JCD to generate about 12% 300 
revenue growth from the region without incremental acquisitions or new contracts. This would 
imply €400 million revenues by 2015, €60 million EBITDA (15% margin due to operational 200 
gearing), and €50 million less capex—or 14%, 8%, and 10% of JCD overall. Put another way, 100 


China should add 1% to JCD’s organic revenue growth annually over the time period 2010-15. 
This will help sustain JCD’s track record of growing ahead of global advertising and its 
ambition to source 30% sales from emerging countries in the medium term, from 21% in 2009. abhige BvISe 
In our view, it also supports current valuation (1.9x sales, 8.1x EBITDA 2011). Source: Morgan Stanley estimates 
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Market Overview 


A Niche Market Takes Shape 


Market Today 


Exhibition demand taking off 


In the past decade, exhibition has become increasingly popular as an 
effective marketing tool in China. The number of exhibition events 
more than tripled from the late 1990s until now. 


The China exhibition market currently accounts for just 0.025% of GDP 
versus 0.06% in Germany and 0.09% in the US, implying substantial 
opportunities ahead. 


In mainland China the major exhibition players are state-owned or 
government-affiliated companies. Foreign companies have also been 
active in this field, as local players lack the relevant skills for organizing 
large-scale or cross-border events. 

Macroeconomic growth, increasing awareness of the effectiveness of 
exhibition, and the availability of exhibition infrastructure will drive this 
segment. 


Long-term Outlook 
Fast growth ahead 


Sustained economic growth and increasing penetration of exhibition as 
a marketing tool would lead to continued robust growth in this niche 
market. We estimate industry revenue will grow more than 15% per 
year for the next five years. 


Foreign companies that can leverage their expertise in organizing 
cross-border events and gain access to international resources would 
be able to share the fast growth in this field. Acquisition of smaller 
local players is a way to achieve fast expansion. 


What Does It Take to Win in China? 


Local connections and marketing capabilities. 
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Expansion of China Exhibition Market 
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Key Pick: UBM 


UBM.L, 653p 
Top Trade Exhibitions Operator in China 


Exposure Today 


Dynamic trade events 

e Overall UBM estimates that 12% of group revenues and 17% of EBITA derive from China, 
with the major focus in its Exhibitions business. UBM Exhibitions are industry-focused trade 
events attracting stand exhibitor and sponsorship revenues; these were 34% of group 
revenues and 51% of EBITA in 2009 (£288 million and £87 million, respectively). 

e China is a key growth component and differentiating factor. UBM China Exhibitions is the 
largest in UBM, at just under 30%; China and Asia combined is 40%. 

e UBM has a long history in China, after starting in Hong Kong in 1994 and acquiring a 
majority share in Sinoexpo in Shanghai in 1998. The company’s September Hong Kong 
Jewelry Fair, launched in 1983, is the biggest jewelry exhibition in the world and has grown 
25% year over year, even leading to spin-off events in Shanghai, Shenzhen, and 
Guangzhou. Launched in 1981, Marintec China is the leading event in Asia for the 
international maritime industry and has the support of China’s Ministry of Industry and 
Information Technology and the Ministry of Transport. Furniture China is the largest 
international furniture exhibition in Asia, held in Shanghai since 1993. Eight of UBM’s top 20 
events are in China, chiefly in Hong Kong and Shanghai. 


Strategy 


Looking for extra share in China 

e In China, a key focus for UBM’s group growth, the company has four initiatives: 1) To 
develop existing events through more international visitor promotion. The opening of the 
new Shanghai International Expo Centre in 2011 will allow UBM to increase event sizes 
there by up to 40%; 2) To expand through acquisition. The industry is highly fragmented and 
acquisition multiples relatively low (6x-8x EBITDA, typically). UBM has done five 
acquisitions in China in the last three years, for $40 million. The company holds a solid 
position in the region and has the experience, local infrastructure, and proven track record 
to succeed. Recent buys are the GuangzhouBeauty Expo, the Optoelectronic Expo in 
Shenzhen, and, most recently, the International Children-Baby-Maternity Products Expo (for 
$16 million in July); 3) To expand through ‘geocloning’. UBM has had substantial success in 
taking its leading international trade shows and geocloning them around the world. 
Geocloning successes include CPhI China, Game Developers Conference, and Technology 
for Marketing & Advertising; and 4) To open up in new provinces. UBM is looking at new 
projects in Zhengzhou, Chongqing, and Dalian. 


Competition 


In between government players and small operators 

e In mainland China, the two major exhibition players are government related: China Council 
for the Promotion of International Trade (about 23% of market share) and the China Foreign 
Trade Centre (about 9%). UBM, in third place, is the largest commercial organizer in China, 
with an estimated 5% market share, followed by Reed Exhibitions (4%) and Messe 
Frankfurt (3%).The long tail of smaller players provides a ready source of potential 
acquisition material. 


Profit Potential 


Extra revenue, rising profit within five years 

e China offers substantial opportunity for exhibitions, given the importance of face-to-face 
meetings in the Chinese culture, international companies’ keen interest for representation in 
China, and the growing domestic demand. In more specific terms, the Chinese exhibitions 
market has grown 4%-8% per year in square meters over the last three years. With this 
opportunity in mind, UBM aims to take its mainland China business alone from $68 million 
of revenue in 2009 to $140 million in 2014. With profit margins above 25%, we believe that 
an incremental £100 million in revenue and £25 million EBITA is possible over that time 
frame. 
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Market Overview 


Brand Hotel Operators Take the Lead 
Market Today 


Foreign operators do better in high end market 


e China’s star-rated hotel sector has expanded at a fast clip since 2000. 
However, the penetration rate is still much lower than in the US. 


e Star-rated hotel revenue increased at a CAGR of 13.9% from 2000-08. 
China State Council projects a 12% CAGR in tourism industry revenue 
for 2010-15 as both international and domestic travel rises along with 
domestic income levels and leisure time. 


e Domestic operators dominate in the economy hotel market, while 
foreign players are strong in the high-end, branded hotel sector. 


Long-term Outlook 


Chained brand operators to outperform 


e Chained brand hotels accounted for only 11.3% of industry sales in 
2008, much lower than the rate of 54% for Hong Kong, 62% for the US, 
and 82% for Singapore. We believe that brand hotel chains are set to 
consolidate the highly fragmented hotel market in China. 


e We see increasing focus on product differentiators and lower-tier cities. 


e Inthe mid-term, however, high-end hotels will be oversupplied in a few 
cities, including Shanghai, Guangzhou, Tianjin, and Chongqing. 
Operators need to be selective in location. 


What Does It Take to Win in China? 


e Geographic coverage, brand name, and customer loyalty. 
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Key Pick: InterContinental Hotels Group 


IHG.L, 1,206p 


Successful Hotelier Faces Unparalleled Opportunity 


Exposure Today 
Highest number of international branded rooms in China 


e InterContinental Hotels Group is China's largest international hotel operator as measured by 
room count, with 46,000 rooms in 130 hotels, representing 15% market share of all branded 
rooms in China. Its main brands are InterContinental, Crowne Plaza, and Holiday Inn. We 
estimate Greater China generates $60 million of EBIT for IHG, or around 14% of 2010’s group 
profit. 


e Both by room count and profit, China represents IHG’s second-largest regional presence after 
the US. IHG has around 50,000 rooms in its signed pipeline, giving it by far the largest pipeline 
share at 27%. Between actual and planned hotel rooms, IHG can claim a room count of 
almost 100,000; we estimate this number will take EBIT to $120 million and China profit to 
over 25% of group EBIT within three to five years. 


Strategy 
China travel to balloon 


e The Chinese hotel market is a direct beneficiary of China’s rapidly expanding travel industry. 
We think that chain hotels will continue to take market share from nonchain hotels as more 
and more Chinese travelers show a preference for branded hotels. Global brands especially 
enjoy a competitive advantage because some companies prefer to use more secure, 
internationally known hotels for their business travel. 


e While international travelers remain an important source of business, domestic travelers are 
gaining in importance for high-end hotels, where, in some instances, they account for half the 
demand. 


e IHG believes that the Chinese hotel may be as big as the US market one day, even though 
there are 5 million hotel rooms in the US today and just 1.5 million star-rated rooms in China. 
More to the point, today IHG has 3,000 hotels and 400,000 rooms in the US but only 130 
hotels and 46,000 rooms in China, and is the brand leader in both markets. IHG could easily 
reach 400,000 rooms in China one day, a 60% increase on its current size. 


e The company believes it has a solid first-mover advantage, given its established relationships 
in the region. Most of IHG’s China hotels have earned four and five stars unlike its mid-market 
hotels in other regions. Under 20% of Chinese hotels are currently branded, well below those 
in Japan and other developed markets. 


e IHG recently announced plans to double its size from 130 to 250 hotels and from 46,000 to 
85,000 rooms within five years. Its pipeline of 50,000 rooms gives it good visibility here. In 
addition, we think there could be upside from conversion of hotels owned by the state. Around 
60% of China's hotel rooms are held by state-owned enterprises (SOEs), which have been 
advised to sell their non-core assets. 


Competition 
Construction boom 


e There are 180,000 rooms under construction in China—a high level of supply growth (11% 
spread over two to three years). RevPAR growth has been strong, at more than 32% year to 
date, but volatile and benefitting from the Shanghai Expo. IHG also will compete with Western 
chains such as Accor, Starwood, and Marriott, and competition to win asset-light management 
contracts is fierce. Other risks include restrictions on foreign investment or inbound travel, 
additional labour costs, the possibility of a poor acquisition, brand piracy, and currency issues. 


Profit Potential 
Underestimated valuation 


e IHG generates $190 million revenue and $62 million EBIT from Greater China, we estimate. If 
we assume it can reach 100,000 rooms on the mainland, that it generates its current revenue 
per room, and that the conversion margin is a conservative 50%, this implies an additional $60 
million of EBIT. This would take China EBIT to $120 million, equivalent to 25% of current 
group EBIT. In 10 to 15 years, China could be as large as the US is today in terms of rooms. 
This increasing mix should have a beneficial impact on the group’s valuation given Asian 
hoteliers trade at around double IHG’s P/E multiple. 


Comments from management 


“Over 50,000 people now work in our 
hotels in China, and we plan to double 
that in three years, and double that 
again three years later, to 300,000 
employees. We’ve developed 25 
academies in 11 locations, which are 
training 5,000 students a year, and 
we’ ve been voted the best employer in 
China two years running. We have 
priceless contacts with government and 
strategic partners that have been built 
up over 26 years. There are 150 airports 
under construction, which will 
transform secondary and tertiary cities 
into destinations, and there are 800 
cities in China that will support luxury 
hotels. And our infrastructure and our 
reputation presents us with an 
unparalleled opportunity. The scale of 
that opportunity, well we’re just trying 
to still scope it, but here’s one fact just 
to ponder. The US is by far the world’s 
largest hotel market today, with over 
25% of the world’s hotel rooms in that 
market. The hotel market in China is 
destined to be bigger than Americas’ 
one day. If you consider that we have 
3,000 hotels in America today and 130 
in China, it will give you some idea of 
the sort of growth that we’re expecting 
to get out of that market in the years to 


ol 


come. 


Andrew Cosslett, CEO 


"Interim 2010 earnings conference call transcript 
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Market Overview Medtech 


Bin Li, Sean Wu 


Young Industry with Strong Growth Prospects 


Market Today 


Stellar growth delivered 


e The Chinese government has significantly increased spending on 
healthcare since 2007 and, in particular, on the medical devices 
segment. This spending trend is likely to continue, and healthcare 
reform will further stimulate demand for medical products. 


e Industry sales have been growing at a CAGR of 26% over the past 
several years and net margin is stable at around 9%. 


e Growth drivers are a strong domestic economy, favourable 
demographic trends, and low penetration of devices. 


e Local players are better positioned on the cost front, but less 
competitive on the technology side. 


e The Chinese government is putting strict procurement limits on high- 
price capital medical equipment. 


e The sector faces less macro headwinds because the government 
focuses instead on drug prices. 


Long-term Outlook 


Fast growth sustainable 


e With continued spending and healthcare reform, we expect to see 
industry topline growth at more than 20% in the next decade. 


e Foreign players with unique technology that is hard to copy should 
benefit from the rapid expansion of Chinese demand. This type of 
company may not have a big sales infrastructure, but its technology is 
advanced and difficult for domestic competitors to replicate. 


e Inthe decontamination and sterilization subsector, we think China is 
the world’s fastest growing market, with a forecast organic growth rate 
of more than 20% over the next five years, according to estimates from 
Frost & Sullivan. 


What Does It Take to Win in China? 

e Established sales network and sufficient capital for network expansion, 
the right products and technology, and partnerships for expansion into 
mid- to low-tier hospitals 


China Device Market Growing at 25% CAGR (billions of 
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Michael Jungling 


Key Pick: Elekta 


EKTAb.ST, SEK 255.70 


A Play on Healthcare Infrastructure Build Out 


Exposure Today 


More growth to come 

e We estimate that about 15% of group sales for Elekta come from China. If we assume the 
regional contribution margin of 28%, which is 20% lower than that of other regions, China 
represents an implied 10%-12% of EBITA. While China's specific order book growth is 
undisclosed, it is the fastest growing country in the Asia-Pacific region, which experiences 
growth of +15% on average; thus China materially outpaces group order book growth of 
only +10% on average. China is a clear focus for Elekta, as the country holds the third- 
largest quantity of Elekta employees, representing 13% of the company’s total work force by 
headcount. 


Strategy 


Healthcare infrastructure build-out continues 

e In 2009, China allocated $123 billion for a healthcare reform initiative intended to provide 
healthcare services to 90% of its 1.3 billion people within the next few years. As part of the 
initiative, the government will build 30,000 new hospitals and clinics and existing care 
institutions will be upgraded, including cancer care facilities. This infrastructure build-out will 
present significant opportunities for Elekta and other radiation oncology equipment 
providers as the initiative unwinds. 

e Elekta made an aggressive push into the Chinese market in 2006 with the purchase of 
BMEI Co., then the largest domestic supplier of radiation therapy systems in China. At the 
time, the company held 50% of the market and had an installed base of 260 units. Elekta 
has since leveraged BMElI’s relationships in healthcare and government in order to build out 
its presence across the country, effectively selling high-end radiation therapy systems to 
major cities in China. 

e The company’s new focus has been to sell more broadly into the Chinese market. For 
example, Elekta has been successful at selling highly profitable treatment planning systems 
to satellite clinics away from the major cities so that patients in the provinces can have their 
planning done locally before travelling into a major city for an actual procedure. Our 
expectation is that the recent launch of the Compact, a low-cost linear accelerator that costs 
less than $1 million, will lead to further build-out of these more remote satellite facilities so 
that basic procedures can be performed on site. 


Competition 


Emerging market focus 

¢ Competitor Varian is the top provider of radiation oncology equipment in the world, 
capturing 50% of the global market. Traditionally this company has operated mostly in 
developed economies, like the US. Elekta, by contrast, holds second place, with 27% of the 
global market. But its focus on emerging markets such as China has helped it to take share 
aggressively over the past few years, while US healthcare capex has flat-lined. Varian 
recently released a low-cost machine similar to the Compact, called the Unique, which could 
provide some competition. But despite its high global ranking and new offering, we do not 
believe that Varian presents meaningful competition in China, where it is lacking the kind of 
connections that Elekta has via BMEI. The barriers to entry for radiation oncology in China 
are very high, so we do not expect any meaningful new competitors to enter the market. 


Profit Potential 


Continued order book growth 

e We forecast continued order book growth in China of about 15% going forward, with risk on 
the upside, as the country continues to spend its $123 billion capex allocation on healthcare 
build-out. Given that radiation oncology is the most efficient and cheapest way to treat 
cancer, there is no meaningful substitute product available. As such, we view China as a 
major driver for Elekta, with the expectation that it could contribute 20%-25% to group sales 
and EBITA over the medium term. 


Comments from management 


“Most countries in the [Asia-Pacific 
region] view healthcare as a prioritized 
area, and in China in particular, 
investments will increase sharply as a 
result of the healthcare reform that was 
adopted in 2009. A total of $123 billion 
has been allocated for the reform, under 
which 90% of China’s population will 
be covered by a healthcare system in 
the coming years. Care institutions will 
also be upgraded and 30,000 new 
hospitals, clinics, and community 
healthcare centers are expected to be 
built throughout the country.” 


“For Elekta, China also represents the 
strong growth market in the [Asia- 
Pacific region], and the company is 
already the market leader in advanced 
radiation therapy, with a full range of 
equipment and systems for care.” ' 


Elekta fiscal year 2010 
Annual Report 


‘Elekta Annual Report 2009/10 
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Key Pick: Synergy Health 
SYR.L, 767p 
Outsourcing Opportunities in China 


Exposure Today 


Limited exposure today, bigger presence tomorrow 


e While the China market represents less than 5% of group sales and EBITA (excluding 
corporate) right now, we expect China sales and EBITA to move toward 10% over the next 
five years. This expectation rests on anticipated growth of 20%-25% in Synergy’s China 
segment, while growth in the UK and European segments will likely only hit 7%-8%. Synergy 
is positioned for growth in China, after expanding there in 2007 with a dual decontamination 
and sterilization facility—a timely move. China’s sterilization regulations, which are similar to 
those found in the European Medical Device Directive, were passed in December 2009 and 
should lead to a sharp rise in decontamination and sterilization outsourcing. 


Strategy 


Target: One third of sales from China 


e China is the world’s fastest growing decontamination and sterilization services market, with a 
forecast organic growth rate of more than 20% over the next five years. 

e Synergy estimates the Chinese market for decontamination services at a value of £2.5 billion 
at present and will likely become one of the largest markets for these services worldwide as its 
current growth continues. There are currently around 20,000 hospitals performing 20 million 
surgical procedures annually, and the government plans to add 600 hospitals each year until 
2016. Furthermore, in December 2009 Chinese regulators passed more stringent regulatory 
standards for decontamination that will go into effect by December 2013; these new 
regulations will likely generate strong demand for outsourced decontamination in China, 
presenting a great opportunity there for Synergy. 


e In China, medical device manufacturing generates $12.9 billion in sales annually, making the 
region the third largest in the world in medical devices. International device manufacturers who 
produce in China are seeking local partners like Synergy to reduce costs by sterilizing 
products in China before shipping to the end market. We believe that Synergy, having a strong 
record of implementing proven business models into new markets, will be able to replicate its 
European success in China. 


e Synergy plans to expand its decontamination network by 12 facilities over the next three years 
to generate a total of £24 million in sales per year, with a longer-term goal of making the region 
one-third of group sales. Synergy stands to benefit from Chinese opportunities for three main 
reasons: manufacturers and healthcare providers in China seek established outsourcing 
partners to comply with regulatory directives; Synergy has an excellent track record in new 
markets; and high barriers make entry for new companies difficult. 


Competition 


New health concerns 


e As decontamination and sterilization have become an issue in China only recently, competition 
overall is still rather low. Sterigenics, which opened a facility two to three years ago and which 
could be seen as Synergy’s main competition in China, is private equity-owned and currently 
up for sale. Thus, it will not be incurring any additional capex in China, which leaves Synergy 
as the sole player pushing aggressively into China. Since entry barriers are high because of 
the complex licensing procedures associated with the sterilization and decontamination 
processes, having a track record for good quality service is important and we see little 
immediate threat from competitors. 


Profit Potential 


More services needed 


e We forecast growth in decontamination and sterilization services of more than 20%-25%, as 
Synergy’s Suzhou facility wins more contracts and additional facilities are built. We believe that 
an additional 12 facilities for decontamination alone will be built over the next three years and 
generate £24 million in revenues per year, which represents an additional 2.5% of sales 
growth for the entire group. Furthermore, as more manufacturers outsource production to 
China and look to serve the local Chinese market, we may see a sharp upturn in growth 
generated from sterilization services. 
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Medtech 


Andrew Olanow 


Comments from management 


“We are starting to make real progress 
in the world’s fastest growing 
healthcare decontamination and 
sterilization services market—China.”” 


“The country has approximately 20,000 
hospitals, and there are expected to be 
approximately 600 new hospitals being 
built each year to 2016.” ' 


“China is investing heavily in 
improving health standards. The 
country’s Ministry of Health published 
new decontamination regulations that 
came into effect in December 2009. 
This sets higher hygiene and 
decontamination standards, which is a 
key catalyst for them choosing to use 
outsourcing specialists such as 
Synergy.” ! 


Synergy Fiscal Year 2010 
Annual Report 


‘Synergy Health plc, Annual Report & Financial 
Statements 2009 
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Market Overview 


Visible Fast Growth Ahead 
Market Today 


A counter-cyclical growth industry 


We saw a 21% CAGR for the overall healthcare market during the last 
six years versus a global average of 9%. 


China’s aging population drives demand. In 2007 China had 107 million 
citizens aged 65 and above versus 88 million in 2000, a CAGR of 
2.8%. Another driver is China’s rising income level, especially in urban 
areas, and greater access to insurance (we expect full coverage of 
China’s 1.3 billion people by 2020). 


Multinational healthcare companies are actively seeking partnerships 
with Chinese companies, although the regulatory environment favours 
local players. Competition is intense in low-/mid-end products. 


Many multinationals are establishing research and development 
centers in China to facilitate product development and registration in 
China. 


Long-term Outlook 


Fast growth sustainable 


Industry growth could reach a CAGR of more than 20% in the next five 
years, well above the estimated global average of 5%. 


We expect that China’s healthcare reform will increase the country’s 
pharmaceutical user base and medical spending per capita. The 
government also plans to allocate more resources to underserved rural 
areas and nonworking classes and provide more affordable healthcare 
services to a broader population. 


Multinationals should choose to enter partnerships with strong local 
players. 


Drugs sales are bound to increase from 2011 onward as a result of the 
number of drugs (14%) included in the 2009 National Drug 
Reimbursement List. 


Multinationals may benefit from the willingness of central government 
to negotiate the inclusion of high-price Western drugs in the expanded 
version of 2009 National Drug Reimbursement List. 


What Does It Take to Win in China? 


Distribution and technology, an understanding of the China market 
including regulations, and trust in local talent. 
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Pharmaceuticals 
Bin Li, Sean Wu 


China to Become Third Largest Drug Market by 2011 
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Key Pick: Novo Nordisk 


NOVOb.CO, DKK 545 


Long-Term Strategic Commitment to China 
Exposure Today 


Leading player in high-growth diabetes market 


e China represents 5% of group sales ($0.6 billion), with historical and future growth rates of 
greater than 30% (volume is greater than 20%). According to a recent article in The New 
England Journal of Medicine, the diabetes/pre-diabetes population in China is estimated at 
92 million, a number significantly higher than previously forecast. Key drivers of the diabetes 
pandemic include the increasing adoption of Western-style diets and lifestyle. 


e Novo estimates that for every 100 diabetics in China only 30 are diagnosed and 25 treated 
with medication; of the latter, only five receive insulin treatments. These numbers suggest 
that there is significant opportunity for current growth rates to be sustained. For reference, 
the International Diabetes Federation estimates the global diabetic population will reach 0.5 
billion by 2030, and IMS forecasts the global diabetes drug market will grow at a rate of 
about 10% per year. 


Strategy 


Educational approach 


e Novo’s strategy is to increase the awareness, diagnosis, and treatment of diabetes across 
China. This strategy tends to focus on China’s key metropolitan areas, but the company will 
likely increase its sales force to expand into regional and rural areas. 


e Novo’s product offering includes a full portfolio of modern analogue insulin treatments in 
pre-filled devices, as well as human insulin. Currently the market is split at 75% human 
insulin and 25% analogues; a key revenue driver for Novo will be migrating patients from 
human to modern insulin, which costs three to five times as much (current run rate suggests 
a 5% switch rate per year). Novo’s new anti-diabetic drug Victoza (a once-daily GLP-1 
analogue) is expected to launch in China in 2011, providing a source of upside to our global 
peak sales forecast of $1.5 billion in 2015. 


Competition 
Advantage in modern insulins 


e The modern insulin market is an oligopoly between Novo Nordisk, Sanofi-Aventis, and Eli 
Lilly. Novo Nordisk has the advantage of offering a full portfolio of modern insulins as well 
as older-generation human insulins. Sanofi-Aventis provides the stiffest competition, with its 
basal insulin analogue Lantus. Despite competition in the human insulin space from a 
number of local players, Novo Nordisk continues to dominate, with a 68% volume share in 
China. Sanofi-Aventis has 14% and Eli Lilly 5%. 


Profit Potential 


Rising contribution to group earning 


e Novo Nordisk does not disclose its profitability numbers in China. Given the lack of R&D, we 
estimate an EBIT margin in the range of 30%-40%. On this basis, the profit contribution to 
group earning could rise from less than 5% in 2010 to 15% by 2015 ($800 million EBIT 
contribution by 2015). 


Comments from management 


“We have made a long-term strategic 
commitment to China, from building up 
our organization for sales and 
marketing to investing in local 
manufacturing and research and 
development.” 


"We are expanding in China in all 
aspects to meet the growing needs for 
quality diabetes treatment." 


“We have two key advantages. One is 
the large scale of production, which 
means that we can make insulin at a low 
cost. The other advantage is our R&D 
leadership that makes it possible to 
develop new and modern drugs.” 


Lars Rebien Sorensen, CEO 


' China Daily, September 26, 2009 
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Market Overview Chemicals 


Wee-Kiat Tan 

Downstream Demand Holds the Key 

Market Tod ay Per Capita Consumption of Paints and Coatings 

Net imports of feedstock and intermediate products kg / capita 

25 

e China remains net short in upstream petrochemicals (crude oil, 
ethylene, and synthetic resins and rubbers). But China’s limited 20 
feedstock base will restrict its ability to reduce upstream imports in a 
meaningful way. It plans to shift its focus to higher value-added Hie 
chemicals to reduce the chemical industry's trade deficit 

e Demand for chemicals is driven by increased manufacturing and higher 10 
levels of general consumption. 

e Western companies may have concerns about the security of their 5 #6 
intellectual property in China. But with government emphasis on — 
moving downstream, firms willing to engage with China through joint : 
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ventures and wholly owned production could benefit from the country’s 
shift downstream. 


Long-term Outlook 


Chinese end-markets matter 


e The Chinese chemicals industry is expected to grow at 200-300 basis 
points above underlying GDP, and some industries are likely to grow at 
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China Per Capita Consumption of Polyethylene 


multiples of GDP as per capita consumption increases. But with China = 
focusing more attention on downstream chemicals and ramping up 
R&D spend, longer-term risks might emerge for the Western specialty 20 ri 
chemicals and agrochemical sectors. o 
¢ ¢ 

e For the chemical companies we cover, Chinese demand will be the 2 ae 
largest driver of growth during the next five years. Per capita > 
consumption of polyethylene in China is just 33% of that in the 10 
developed world (11 kilos per capita in China versus 33 in the US). Per 
capita consumption of paints and coatings in China is just 25% of that 5 
in the developed world (4.6 kilos per capita versus 18.3 in the US). We 
see limited upside to US and European consumption, but there is 0 
clearly considerable upside to Chinese demand. Increased local 1990 1994 1998 2002 2006 2010e 2014e 
consumption, combined with increased exports, will drive this =, ee = 
increased demand. More than 50% of industrial gas companies’ new me 2Se ear case ase case 
contracts come from emerging markets, and we expect this ratio to Source: Morgan Stanley Research, CMAI E= Morgan Stanley Research 
increase during the next few years. estimates 


¢ Overall industry demand growth will be in line or greater than GDP 
growth, at 7% to 10% per year. 


e International players’ expertise in specialty chemicals enables them to 
win in certain niche markets in China. 


What Does It Take to Win in China? 


e Technology and low feedstock costs 
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Key Pick: Akzo Nobel 


AKZO.AS, €42.72 
Looking Toward a Leading Share In China 


Exposure Today 


Ambitious growth targets 


e In 2009, Akzo Nobel delivered sales in China of €1,044 million, or about 8% of group sales. 
This is broadly in line with the €1,054 million delivered in 2008. Akzo Nobel’s new growth 
targets call for Chinese sales to rise to $2 billion by 2012 and to $3 billion by 2015. We 
believe this target remains conservative. 

e Akzo’s targets for sales in China suggest a CAGR in revenues of about 10% over the period 
2009-12 and a CAGR of 12.2% over the period 2009-15. Akzo clearly believes growth in 
sales in China is set to accelerate, rather than decelerate. 

e More impressively, Akzo Nobel delivered EBIT of €163 million in China in 2009 (compared 
to €144 million in 2008), implying an EBIT margin of 15.6% (13.7% in 2008). At an EBIT 
level, China accounted for about 11% of group profits in 2009. 

e In terms of divisional exposure, Akzo’s performance coatings division has the largest presence 
in China, with sales of approximately €501 million. On its heels is the decorative paints 
segment, with sales of €282 million, and specialty chemicals, with sales of €261 million). 

e Currently, Akzo employs approximately 6,300 people across China. In aggregate, Akzo is 
the largest coatings company in China. 


Strategy 
New stores for decorative paints 


e Akzo is opening 700 new stores per year in China for its premium decorative paint brand 
Dulux. This alone could see sales rise to €450-€500 million by 2015. We expect the total 
number of Dulux Control Stores to rise to 7,200 by 2015, more than double the current 3,000. 
It is also boosting its advertising and promotional spend as it rolls out its middle market brand 
Maxilite into the tier 3 and 4 cities in China to broaden its target market. This supports market 
share gain in China for Akzo Nobel at the same time as the residential property portfolio 
reaches redecoration age, which drives an increase in per capita paint use. The introduction of 
its Easy Paint Service is intended to accelerate the redecoration cycle. 

e Assuming current Dulux Control Store sales of €197 million, it appears the average revenue 
per store is €66,000 per year. Assuming this run-rate holds true for the new-store expansion 
programme, we would expect a CAGR in sales of 14.2% for these stores in China. 

e The incremental ROIC (post-tax 30%-40%) on the Dulux Control Store expansion 
programme is far higher than the equity market realizes. Akzo has suggested that on 
average it spends €20,000 per new store on initial fixtures and fittings. It does not own the 
store or operate the lease. If we assume a 15% EBIT margin on average (annualized) 
revenues per store of €66,000, and we assume an average tax rate of 33%, then we 
estimate a post-tax ROIC of about 38% on each new store. 

e We suspect that the equity market is not fully aware of the incremental post-tax returns on 
organic capex within the Chinese decorative paints business, and we suggest the equity 
market’s sole focus on margins might be telling only half of the story. Based on our 
assumptions above, Akzo will have to spend approximately €80-€100 million over the period 
2010-15 to double its Dulux Control Stores network—more than doubling its sales as well. 


Competition 

Fragmented market, but international majors are driving consolidation 

e The Chinese paint market is highly fragmented with many local players. Akzo Nobel is the 
largest paint company in the country. 

e In decorative paint, Nippon Paint is the market leader with 15% share, followed by Akzo 
Nobel on 13%. Valspar is number three. 

e Inindustrial coatings, Akzo Nobel leads the market, with PPG number two and Nippon Paint 
number three. These three account for around 31% of the market. 


Profit Potential 

Beating the sales target 

¢ We expect Akzo’s sales from China to reach $2.7 billion from organic growth opportunities 
alone. Akzo is likely to make acquisitions in China, and this is likely to lift its sales from 
China above its target of $3 billion. 

e Within the subsegments, we expect the highest growth from decorative paints (for 2009-15, 
a CAGR in sales of about 13%), followed by performance coatings (a CAGR in sales of 
approximately 10% for the same time period). 
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Chemicals 
Paul Walsh 


Comments from management 

“There is a whole range of potential 
acquisition opportunities but not at the 
magnitude of ICI [which Akzo 

Nobel acquired in 2008]. The vast majority 
[of growth] will be organic growth, gaining 
market share, innovation and building on 
what we have.”! 


Hans Wijers, CEO 


‘Reuters, September 28, 2010 
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Market Overview 


Key to Sustainable Growth in China 


Market Today 


Burgeoning water-treatment market 


China’s urban wastewater treatment capacity had a CAGR of 24% from 
2001-08 and the wastewater operating market a CAGR of 33%—even 
so, the water situation is expected to worsen in China, as compared to 
that of developed countries. 


From 2003-08 tap water and sewage tariffs in 36 major cities in China 
rose, with a CAGR of 4.3% and 9.4%, respectively. In 2009, more than 
17 major cities like Guangzhou, Shanghai, and Beijing have seen water 
tariff hikes of 7%-31%, and tariffs in other cities are expected to 
increase in 2010. As a result of these hikes, the net profit margins of 
the sewage industry have improved from 1% in 2007 to 6% as May of 
2010. 


The three main drivers of the water industry are water tariff hikes, 
higher treatment requirements, and continued national focus on 
environmental protection. 


Foreign firms conduct their business mainly through long-duration 
contracts and have the advantage of advanced technologies and 
experience in managing complex, large-scale operations. 


Long-term Outlook 


Structural opportunities ahead 


China has more than 20% of the world population, but only 7% of the 
world’s fresh water supply. Per capita water usage is rising quickly, and 
so development of water treatment solutions is crucial to the 
sustainability of China’s growth. Allowing the industry’s profitability to 
go up is the only way to attract more investment. 


Currently we estimate that about 65% of the urban residential water is 
properly treated before it is distributed, compared with 90% in 
developed countries. The market has the potential to reach $18 billion 
by 2015, even at the current tariff levels. 


In the near term, we expect the China wastewater operation market to 
deliver a 22% CAGR 2009-12, assuming a 6% annual increase in the 
average wastewater tariff. Incremental investment in the wastewater 
market recorded a 13% CAGR during 2001-08, and we estimate a 
CAGR of 12% for 2009-12, given our expectation of higher treatment 
and recycle ratio requirements. 


What Does It Take to Win in China? 


Technology, long-term contracts, capacity, and operating experience. 


MORGAN STANLEY RESEARCH 


October 29, 2010 
The China Files: Europe 


Water Treatment 
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Key Pick: Suez Environnement 


SEVI.PA, €13.98 


Going Green: Water and Waste Management 
Exposure Today 


Two businesses 

e Suez Environnement is the second-largest, private drinking water operator in China today, 
producing 1.3 bn m3/year (and an additional 100 mn m3/year for waste water treatment). 
The business is based on contracts that span more than 30 years, in cooperation with local 
partners. In waste management, the company’s main business is the Hong Kong waste 
treatment operations, with 100 million tons of capacity. 

e Suez Environnement has been present in China for 25 years via its historical partner, the 
Hong Kong-based company New World. The company saw €866 million in revenues in 
2009, of which €250 million were consolidated in the company’s accounts (three quarters in 
Water and one quarter in Waste Management), a 21% increase from 2008. The company 
employs close to 7,000 people in China and over the years has built 190 treatment plants 
there through its engineering subsidiary, Degrémont. A similar play is Veolia (VIE), the 
largest private water and waste operator in China, which also operates in the energy 
services and transport sectors. 


Strategy 


Tapping primary needs 

e China represents 20% of the world population but owns only 7% of the world’s water. Water 
scarcity, uneven distribution of water resources, rapidly rising demand for water, and 
growing urbanization have helped push Chinese economic policy toward increased 
spending in the water industry and the establishment of an attractive long-term framework 
for foreign operators—in particular through private public partnerships and build-operate- 
transfer (BOT) contracts. 

e SEV and VIE have positioned themselves as the two largest operators in the country, 
mainly through very large, long-duration contracts requiring technological know-how and 
experience in managing complex, large-scale operations. Once established in a large city, 
the companies can hope to benefit from local economic growth, as well as by expansion in 
surrounding areas. 


Competition 


Long-term contracts mitigate risks 

e SEV, second only to VIE in both the water and waste management businesses, faces 
competition from a number of other foreign and domestic private operators. First, in the 
short to medium term, other private operators will be vying for new contracts. Historically, 
competition has been fierce for a few landmark contracts, leaving new entrants to face low 
returns on the initial years of a long-term contract. But ongoing privatization leads to a fast- 
growing addressable market and room for many. Second, over time, technology transfers 
will allow local operators, and possibly local governments, to take care of infrastructure 
deployment and operational management in-house. Signing long-term contracts (up to 50 
years for SEV and VIE) allows some visibility on the business model and mitigates this risk. 


Profit Potential 


Superior growth potential, from a low base 

e SEV had €0.5 billion of capital invested in China at end 2009, only 5% of the group total, 
with returns ranging from of 8%-12% post tax. We see SEV’s China business growing at 
least as fast as the rest of its geographies, given the underlying growth drivers in the 
country and the company’s relatively large size in a fragmented market; we think it should 
be able to grow EBITDA at high single digits, based on tariff increases for existing contracts, 
demographics, and new capex. VIE had c.€2 billion of capital invested in China at the end 
2009 on our estimates, providing a return of just 2% post tax. As a comparison, VIE is 
targeting 7% ROCE by 2014, which should imply an EBIT of more than three times the 
country’s current contribution. 


Comments from management 


“The economic growth, fast 
urbanization, and, above all, the real 
political realization of the importance of 
environmental challenges make of 
China an exceptional potential market 
for our services. This is why it is 
important to be present in China, to be 
competitive there, and also to be 
‘Chinese,’ thanks to our local 
partnership.” ' 


Thierry Mallet, Senior Executive VP 


‘La Tribune, March 30, 2010 


Invested capital in China 


€bn 
1.0 
08 cen 
0.6 
0.4 
0.2 
0.0 


2009 2013e 
Source: Morgan Stanley estimates 


45 


Morgan Stanley 


Market Overview 


A Big Market You Have to Fight 
Market Today 


Fast-growing, oversupplied market 


China’s passenger car industry has expanded at a 31% CAGR in the 
past 10 years and surpassed the US to become the world’s largest 
auto market. Passenger vehicle demand rose strongly in 2009, up 
47.2% year over year. 


The key driver for passenger vehicle demand—consumer 
affordability—has improved substantially on increasing disposable 
incomes and falling auto prices. Urban annual disposable income per 
capita has shown a 12.4% CAGR in the past six years, while the 
passenger vehicle price index has deflated by approximately 5.7% 
annually during the same period. 


Because of consumers’ increasing wealth in China, luxury car sales 
growth is even more robust, with 33.3% CAGR from 2003 to 2009, 
compared to entire auto market, with a CAGR of 27.3% over the same 
time frame. 


Demand from inland areas is outpacing the overall market, due to 
increasing disposable incomes and a low penetration base. Given 
coastal regions’ higher per capita GDP and larger population, these 
areas remain key to growth in the private vehicle sector, despite losing 
share because of the downward trend in demand mix. 


Long-term Outlook 


Growth still in the early stages 


In China, only 36 of 1,000 people owned cars in 2009, well below 
global average level (150 cars per 1,000 people). Thus, there is plenty 
of room for long-term growth in China’ private vehicle market. 


China’s private vehicle market will be more fragmented in the future. 
The market share reshuffle will continue to accelerate, with original 
equipment manufacturers’ aggressive new product plans and capacity 
expansion. 


What Does It Take to Win in China? 


Strong branding and sales/service distribution, especially in the inland 
market. 


MORGAN STANLEY RESEARCH 


October 29, 2010 
The China Files: Europe 


Auto & Auto Parts 


Kate Zhu 


China’s Private Vehicle Sales Volume Growth 


14,000 80% 


12,000 70% 


10,000 —_ 
50% 
8,000 
40% 


6,000 
30% 
4,000 20% 


2,000 


eat! 


1995 1997 1999 2001 2003 2005 2007 2009 2011le 
mam PV Sales Volume == YoY 


10% 
0% 


Source: China Auto Market, Morgan Stanley Research 


China’s Luxury Brand Private Vehicle Sales Volume 
Growth 

400 60% 
350 

300 

250 

200 30% 


50% 


40% 


20% 


100 
0 0% 
2004 =2005 += 2006 2007 2008 #2009 1H10 
~~ YoY 


mam Luxury Brand Sales 


46 


MORGAN STANLEY RESEARCH 


Morgan Stanley 


October 29, 2010 
The China Files: Europe 


Auto & Auto Parts 


Stuart Pearson 


Key Pick: BMW 


BMWG.DE, €49.88 


Chinese Consumers Want Premium Vehicles 


Exposure Today 


BMW’s most profitable single market 


e China is now BMW’s third-largest market globally and its largest single market for the 5 and 
7 Series models. The company is on track to sell close to 140,000 cars in China in 2010 
(9% of total global sales), a figure that should rise to 300,000 units by 2015. Mix is high, 
concentrated in larger cars and engine variants. As such, profitability in the region is 
substantial, and BMW’s China division should generate about €1.4 billion of the group’s 
€5.4 billion of EBIT in 2010. 


Strategy 


Demand drives local production, imports 


e Through to 2022 BMW projects a compound growth rate of 4.5% per year in demand for 
premium vehicles—a very conservative estimate, in our view. In the nearer term, we expect 
annual growth rates of 10%-15%, while some industry observers believe a rate of 30% to be 
plausible. 


e BMW plans to meet this demand through a mixture of local production and imports. BMW 
manages local production through a fifty-fifty joint venture with Brilliance Auto. Although no 
official import quotas exist, a tariff of 25% does apply to imported vehicles. BMW thus 
concentrates on importing top-end vehicles with the greatest pricing power, while lower-end 
vehicles are produced locally (including the 3 Series and long wheelbase 5 Series). 


e BMW currently has local capacity for about 75,000 units and plans to increase this to 
300,000 units by 2013, by which time the bulk of local demand should be met. BMW plans 
to sell all model types in China, including its new range of light-weight electric vehicles, 
which BMW will release in China by 2014. 


e Currently, the company focuses on retail sales but will start marketing to fleets in 2011. The 
company has just established a new financial services joint venture, which should help drive 
sales and mix going forward. 


Competition 
Luxury more benign than mass market 


e¢ Competition in the luxury car segment is more benign than in the mass market in China. 
Audi, BMW, and Mercedes dominate the market, with Jaguar, Lexus, and Infiniti taking a far 
smaller share. 


e Currently, Chinese appetite for western luxury brands is driving strong growth and pricing 
power for premium car makers. However, pricing has started to ease gradually as more and 
more manufacturers make cars locally to avoid the 25% import tariff. Competitors are 
passing some of these savings on to customers. Volkswagen’s Audi is the largest luxury 
competitor and dominates the lucrative government car market. Mercedes has traditionally 
lagged BMW in China, but it is growing aggressively and should catch or surpass BMW in 
2011. Audi has aggressive capacity expansion plans and, we believe, is likely to lead 
premium pricing down in the medium term. 


Profit Potential 


JVs and taxes affect bottom line 


e We estimate BMW will earn about €1.4 billion in EBIT in 2010, a level that could rise to €1.8 
billion by 2013. However, the growth in local production means that more profit will be 
shifted from EBIT to the equity income line (associate income from the joint venture). Import 
margins, currently north of 20%, will likely also fade as more local production brings down 
pricing. Furthermore, import margins may suffer if taxation on large-engined vehicles (like 
the imported cars) is tightened as emissions controls in China become stricter. 


Comments from management 


“The BMW group has been active in 
China for more than 15 years. China 
combines rising incomes, a very low car 
penetration rate, and a strong demand for 
premium brands. That is why we consider 
this country to be the most dynamic 
market in the world for auto makers over 
the medium and long term.” ' 


“China's premium vehicle segment has 
the highest growth potential worldwide. 
According to our forecasts, it will have 
a compound annual growth rate of 4.5% 
between 2009 and 2022. This means 
more than one million premium 
automobiles will be sold in China in the 
year 2022.” 


“Currently, the BMW group is the 
number-two premium manufacturer in 
the Chinese market. We have a 22% 
market share in our segment. And we 
have a clear target—we want to become 
the strongest premium brand in China, 
especially with respect to brand 
awareness and customer satisfaction.” ! 


“We will significantly increase local 
production and local sourcing. In this 
way, we will reap considerable profits 
from economies of scale. We will also 
benefit from the highly motivated and 
well-trained workforce at competitive 
wages, as well as the establishment of a 
local suppliers’ network in China.” 


“China is currently our third-largest 
market. As you can see, China is in first or 
second place when it comes to our larger 
vehicles. There is no other market where 
we sell as many BMW 7 Series. The same 
applies to the BMW 5S Series.” ! 


Dr Friedrich Eichiner, CFO 


' Statement, BMW Group Investor Relations, 
Capital Markets Day China 2010, Beijing, 
September 16, 2010 

China contribution to pretax profit 


€mm and as % of group 


2,500 28% 29% 
CAGR 
2,000 8% 
1,500 
1,000 
500 


0 
2010e 2014e 
Source: Morgan Stanley estimates 


47 


MORGAN STANLEY RESEARCH 


Morgan Stanley 


October 29, 2010 
The China Files: Europe 


Semiconductors 


Francois Meunier 


Key Pick: Infineon Technologies 


IFXGn.DE, €5.69 


German Exports to China Drive Power Chip Demand 
Exposure Today 


China is the world’s largest auto market 


e China’s auto market has low penetration, little exposure to credit, and high growth—all of 
which bode well for the semiconductor sector, especially given Chinese consumers’ 
preference for luxury cars. 


e China became the world’s largest auto producer and market last year, with production and 
sales exceeding 13.5 million cars, driven by strong consumer demand. Car penetration in 
China is low, with 30/40 cars per 1,000 people (by contrast, Germany has 500), leaving 
significant room for unit growth. Demand for luxury cars appears to be strong, which is 
positive for semiconductor content. By 2013 China is expected to represent 27% of the 
global car market in units, a rate that is similar to Europe’s and 30% larger than that of the 
US. We expect 15% growth in China in 2011 and 2012. 


e While there is some risk associated with dealer inventories rising above normal levels, this 
risk has primarily affected local manufacturers, not global brands. 


e Finally, the low proportion of credit-based sales and the overall room for improvement in 
road infrastructure in China indicate that the Chinese auto market is healthy, with further 
upside for the luxury auto segment and Infineon. 


Strategy 


Infineon as a proxy for German exports to China 


e Infineon has exposure to German manufacturers, the key exporters to China, and we think 
the stock could be played as a proxy for German exports to the country. Approximately, 
$3,000 worth of semiconductors, compared with $300 for an average car, according to 
Infineon; Daimler reports that one out of four Mercedes sold in China is an S-Class. While 
local vendors are gaining share, it is at the low end. Volkswagen, an Infineon auto 
customer, has leading share (16% in June 2010). 


Competition 


Top in semis 


e Infineon is the top automotive semiconductor company, with 9% market share. Its main 
competition comes from STMicroelectronics, Freescale, NEC, and NXP. The largest 
European semiconductor companies involved in automotive represented 30% of the global 
auto semis market in 2009, benefitting from their exposure to the European manufacturers. 
In power discretes, Infineon has built a dominant position in this specific market, taking 
market share from ON Semiconductor, Fairchild, and International Rectifier over the last 
several years. Infineon aims to continue doing so. 


Profit Potential 


Lion’s share of group operating profits 
e We estimate Infineon derives ~€940 million of revenues from China, which is ~30% of FY 


Comments from management 


“The one thing we’ ve been pretty clear 
on is [that] while we have a first-mover 
advantage, and we feel we have a very 
competitive total solution, this is not an 
exclusivity. And we fully anticipate that 
as this gets to be a very significant build 
program in China in the next several 
years, we will face some competition. 
But we think we have enough of a lead 
that it’s going to put some distance 
between us and our nearest competitors 
for that space.” ' 


Jeff Palmer, Vice President of 
Investor Relations 


‘FactSet, UBS Global Technology and Services 
Conference transcript, July 9, 2010 


2010e revenues. We estimate €150 million of operating profit comes from China or ~30% of 
profits. This number is both from direct sales to China and from indirect sales, i.e. sales toa 
German manufacturer who then exports to China. 
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Market Overview 


Business Jet Segment to Boom 


Market Today 
Still lagging demand 


Demand in civil aviation has expanded dramatically in China in the past 
decade. But the overall market is still in the early stages and could 
develop further: Per capita airplane capacity is only at about 3% of the 
US level. China is already the second-largest economy in the world, 
and it is just a matter of time that it becomes the second-largest 
aviation market. 


RPK (revenue passenger kilometer) has been growing at a CAGR of 
approximately 20%. China’s economic growth, rising household 
income, and increased leisure time are the three drivers behind the 
growth. 


Foreign companies produce most of the aircraft in the civil aviation 
sector, and local manufacturing remains underdeveloped. Order books 
are split almost equally between Boeing and Airbus. 


Long-term Outlook 
Fast growth 


International aircraft suppliers generally estimate China’s fleet size to 
grow at a CAGR of about 6% for the next decade. 


By the year 2028, China will become the second-largest market 
globally, versus fourth at present, underpinned by China’s economic 
growth and continuous infrastructure buildout. 


Boeing predicts that China will need to buy 3,770 aircraft over the next 
20 years, worth an estimated $400 billion. 


What Does It Take to Win in China? 


Technology, safety, local service capabilities, and a brand name in the 
business jet segment. 


MORGAN STANLEY RESEARCH 
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Aerospace & Defence 
Allen Gui 
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Key Pick: EADS 


EAD.PA, OW, €18.39 


China a Key Market, but Also a Long-Term Competitor 
Exposure Today 


China is already a big driver of EADS revenue 


e Since the year 2000, there has been a significant uptick in new aircraft order flow from 
emerging markets, with countries such as China leading the way. China itself now makes up 
8% of the current Airbus backlog and 5% of the Boeing backlog. Moreover, China accounts 
for 11% of the total Airbus-installed fleet of aircraft in service. 


e Airbus, an EADS subsidiary, has had a presence in China for 20 years. Its exposure in 
China has increased significantly in recent years with the opening of a single-aisle final 
assembly line in Tianjin, and today Airbus accounts for 40% of all aircraft delivered to 
Chinese carriers. Airobus-China president Laurence Barron predicts that Airbus will derive 
20% of its revenue from China this year. 


Comments from management 


“China is most likely going to be the 
aviation nation of this century. I see no 
way of preventing that. For many years 
to come, China is good news for the 
industry. It’s the growth industry. 
Where would we have been in our 
industry if there was no China?” ! 


“Any form of cooperation means 
knowledge transfer. You can only 
prevent that if you completely shut off 


cooperation. And if you don’t do it, the 
other guys will.” ! 


Strategy 


By 2028, Airbus expects the Chinese market to be second only to the US 


e Inits global market forecast Airbus looks for global air travel to double in the next 15 years, 
and over the next 20 years revenue passenger kilometers (RPKs) are expected to grow at 
4.7% per year. Breaking these estimates down, mature markets are expected to show low 
single-digit growth (with the US at 2% and intra-Europe at 3.3%), in stark contrast to 
emerging markets such as China and India, which are expected to grow 5% and 7%, 
respectively. This growth will make China the second-largest market globally by 2028 (today 
it is fourth). At the aircraft level, Boeing predicts that China will need to buy 3,770 aircraft 
over the next 20 years, worth an estimated $400 billion. 


e Airbus already accounts for 40% of all deliveries into China, clearly a strong position. 
Realizing that the competition from companies like Boeing and Bombardier is only going to 
intensify, Airbus had made significant efforts to strengthen its positioning and fend off 
competition. To this end, the company opened a production facility in Tianjin, and 20 A320s 
and five A319s have already been delivered to the local market. The facility will be capable 
of producing four single-aisle aircraft per month from 2012, up from two per month today. 
Furthermore, engineers in this facility are working on the design and development of the 
wide-body A350XWB, again for the local market. 


Tom Enders, CEO, Airbus 


' Aviation Week, July 2, 2010 roundtable 
discussion 


Competition 


Large potential = high competition 


e Over the next 20 years, Boeing expects that there will be a marked shift in orders towards 
single-aisle aircraft; by 2028, Boeing estimates, single-aisle aircraft will account for two- 
thirds of the global fleet, versus 60% at present. To tap into this demand, we have seen a 
number of new entrants into this market. Specifically, Bombardier has launched the C- 
Series, Mitsubishi the regional jet, and the Chinese government itself has announced its 
intention to build single-aisle aircraft for the first time (the Comac 919). 


e We expect Airbus to counter this threat by launching an updated A320, which will offer 


material efficiency savings and ensure the company does not lose significant market share. China contribution to group revenues 


€mm and as % of group 


Profit Potential 14,000 15% .... 20% 
12,000 ae 
Possibility of US$40 billion of additional revenue 10,000 
8,000 
e Airbus has set a target of capturing at least 50% of market share in China, versus 40% 6.000 
share at present. If Airbus achieves this target, the company could generate additional 4,000 
revenue of $40 billion over the next 20 years. This could add about €1.5 billion to Airbus 2,000 
EBIT, in contrast with today’s EBIT of €386 million. This amount would be in addition to the 0 
$160 billion of revenue that Airbus already expects to gain from China over the next 20 2010e 2015¢e 
years. Source: Morgan Stanley estimates 
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Market Overview 


Growing Demand for Foreign Players 


Market Today 


Domestic players dominate 


Machinery sales in China generally follow fixed asset investment in 
various industries, in particular real estate, transportation infrastructure, 
and energy exploration. Overall industry sales have been growing at a 
15%-20% CAGR in the past few years. 


Foreigner players generally focus on the high end of the market, such 
as excavators, while demand remains tilted toward the low end, where 
domestic players offer value-for-money products with good service. 


Foreign players have a technical advantage with the higher-end 
products because of their more comprehensive networks, but domestic 
competition still provides a challenge. 


A current trend is for foreign players to establish a local manufacturing 
site, a research and development center, and sales stores in an effort 
to localize product offerings and improve after-sales service. 


Long-term Outlook 


More diversified demand, more opportunities 


Overall industry growth will be at least 10%, tracking GDP and fixed- 
asset investment growth. We see the highest growth potential in the 

concrete machinery and construction crane sectors, where upgrade 

demands are emerging quickly. 


Foreign companies should benefit as the sector becomes more 
sophisticated and diversified. As the industry evolves we expect to see 
more emphasis on low emission machinery, and product reengineering 
will benefit the more experienced foreign players. 


What Does It Take to Win in China? 


Local products that cater to China-specific demand and on-the-ground 
manufacturing. 


MORGAN STANLEY RESEARCH 


October 29, 2010 
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Machinery 
Kate Zhu 


Excavator Sales versus Real Estate Investment 
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Key Pick: Atlas Copco 
ATCOa.ST, SEK 138.90 
Energy Efficiency and the Widening Technology Gap 


Exposure Today 


Profitability in China: above average 


e Atlas is the sector’s largest machinery producer and seller, as measured by revenues as a 
percentage of sales, with over 12% of sales coming from the region. Its main activities in 
China are compressed air, construction, and mining machinery. 


e The company’s profitability in China is ahead of the group’s average with local production 
and distribution channels. We estimate Atlas generates about 15% of its EBIT out of China. 
For the Atlas Compressor Technique business unit, China is the largest regional market. 
We estimate Atlas CT sells about 15% of its business unit revenue in China. According to 
our estimates, China represents approximately 10% of Atlas Construction and Mining 
Technique’s revenue. 


Strategy 


High-tech, low-cost 


e Atlas will benefit from its high-technology and local low-cost base, enabling the company to 
compete in both the premium and mid-market segments. Atlas’s portfolio is best positioned 
to play an active role in the mid-market segment, where its technological capabilities and 
local manufacturing presence provides a competitive advantage over the domestic players. 


e Atlas’s portfolio is focused on the right growth areas in China, in our view. Chinese 
authorities have identified air compressors as the second-most inefficient process within 
Chinese industrial activities, and Atlas is the global industry leader in compressed air. 
Infrastructure investment is likely to continue, and Atlas holds a strong market position for 
large premium construction equipment. The current mining consolidation and integration 
trend means more mechanization, which will benefit technology leaders, such as Atlas. 


e We see Atlas benefiting from its capacity expansion in Chinese local and other emerging 
markets. Atlas may add factories in emerging markets as investment resumes and Chinese 
demand grows. Atlas currently has about 70 factories globally—11 in China—and it could 
increase this to 100 by 2012, if needed. During 2010 Atlas will add two more plants in 
China. 


Competition 
How the technology gap works 


e We believe 15% of the Atlas portfolio could enter into direct competition with Chinese 
players who are actively closing the technology gap, especially in construction equipment. 
But the bigger competitive threat could be five years out, when more advanced technology 
leads to a widening of the gap, so that only global bellwethers with local production (CAT or 
Komatsu) are able to face off with mid-market producers like Atlas. 


e For 85% of the Atlas portfolio, the technology gap has so far been stable or increasing, 
leveling all threats to competitiveness. Several factors keep Atlas’ technological superiority 
in place. First, the company does not operate through joint ventures or TSA structures in 
China. Also, it only assembles equipment in China and does not produce there. Finally, 
Atlas produces elsewhere key components that are too energy intensive or too 
technologically advanced to be produced in China. 


Profit Potential 


Potentially adding significant capacity in growth markets 


e Atlas may add factories in emerging markets as mining investment and demand grow. 
Currently, Atlas operates four factories for compressors in China, which accounts for more 
than 12% of CT group sales. Gas and process equipment margins and service intensity are 
higher than those for small- and medium-sized compressors. We think this addition is 
growth and margin accretive. 
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Machinery 


Guillermo Peigneux 


Comments from management 


“Tf you want to be competitive in India, 
China, you have to be there, produce 
there, design there, and develop markets 
there.”! 


“We have no problem in investing when 
growth comes.” ! 


“Tf we want to remain the market leader 
in the world, we have to be number one 
in China.” ! 


“Our main task is making sure these 
guys aren’t becoming too big in their 
home market. If we want to remain the 
market leader in the world, we have to 


oo 1 


be number one in China’ 


Ronnie Letten, CEO 


' Bloomberg.com, March 1, 2010 


China contribution to group 
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Market Overview 


A Long Journey to Maturity 


Market Today 


A new breed of professional 


The fast development of China’s financial markets has triggered the 
emergence of professional asset managers. Set up only in 1990, 
China’s A-Share stock market has grown rapidly in the past two 
decades. Total market cap has expanded by seven times in the last 
decade to Rmb 24 trillion ($3.6 trillion). Bond and derivative markets 
are also taking shape quickly. 


Chinese fund managers have become the backbone of institutional 
investors in the A-share market, accounting for 60%-70% of their 
market capitalisation. Fund assets under management have been 
expanding at a staggering rate, with a CAGR of more than 40% since 
the late 1990s. 


Growth drivers are the development of the financial markets (the stock 
market especially) and the accumulation of funds available for 
investment as the economy grows. 


Foreign asset managers may access this market through setting up 
joint ventures with domestic partners, normally with a non-controlling 
stake. 


Long-term Outlook 


Substantial upside potential 


The industry is set to see continued strong growth in the next decade 
thanks to macroeconomic growth and further development in the 
country’s financial markets. From a long-term perspective, China’s 
aging population will also significantly increase the demand for 
services of professional asset managers. McKinsey estimates a CAGR 
of 23% in AUM from 2006-16 for Chinese mutual fund and pension 
fund assets. 


The majority of A-share investors are still individuals, who hold more 
than half of the total market freefloat value, although mutual funds have 
taken substantial market share in recent years. This implies substantial 
growth opportunities for fund managers on the way to 
institutionalization, as retail investors gradually quit direct investing. 


What Does It Take to Win in China? 


Successful local partnership and access to distribution channels. 
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Financials 
Allen Gui 


AUM Growth for Fund Managers in China 


Rmb bn 
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Source: Wind, Morgan Stanley Research 


Substantial Market Potential for Fund Managers in 
China 


Freefloat mkt cap by type of investors 
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Key Pick: Schroders Financials 
SDR.L, 1525p Bruce Hamilton 
Higher Savings Rate Helps Asset Managers 


Exposure Today 


Profitable joint venture 


e Schroder’s has one of the largest established asset management joint ventures in China, 
with assets under management of £5.1 billion at June 2010, which compares to total group 
AUM of £164 billion at the same stage. Schroders entered the joint venture in 2005 (30/70 
split with Bank of Communications) to gain a foothold in the fast growing Chinese asset 
management industry. 


e The asset base has enjoyed a CAGR of almost 40% over the past three years, despite a 
decline in AUM since the end of 2009. Schroder’s 30% share in the venture generated £10 
million of profits before tax in 2009, representing ~5% of asset management and group 
profits. 

e The stake represents an extension of Schroders’ broader capabilities in the region: The 
company distributes its broad-based products throughout Hong Kong, Korea, Japan, and 
Singapore. Global, emerging markets, Latin America, and Asian debt and equity products 
account for about one-third of company AUM. Pricing is at the upper end of the retail 
margins enjoyed across the group, at more than 100 basis points. 


Strategy 


Industry buoyed by higher savings rate 


e The Chinese asset management industry is growing fast, driven by strong GDP growth and 
anticipated increases in savings rates over time. Boston Consulting Group estimates that 
AUM in the Asia ex-Japan and Australia region totaled about $2.5 trillion at year end 2009; 
Nomura predicts the Chinese mutual fund market will reach about $500 billion of managed 
assets; and McKinsey estimates a 23% CAGR in AUM from 2006-16 in Chinese mutual 
fund and pension fund assets, with a skew towards mutual funds. 

e Schroders expects foreign partners will remain minority partners in China joint ventures and 
thinks that their ownership is likely to remain at 30%-35% over time. Schroders’ product 
offering is principally in Chinese active equities and ETFs sold into the retail segment. 


Competition 


Local players 


¢ Competition is principally from local Chinese asset management companies such as 
ChinaAMC and Bosera and from Western partners of other Chinese banks. 


Profit Potential 


Contribution to double 


¢ Schroders generated £10 million of pretax profit from its share in the joint venture in 2009, China contribution to group PBT 
and we estimate a similar contribution in 2010, given some drop in AUM. ana) 
e On the basis of Schroders £26.5 million share in revenues from the joint venture in 2009, we cs 
estimate an average revenue margin of about 140 basis points, whilst reported operating 25 CAGR 
margins were at 50% and the tax rate at 26%. at oF 
e Assuming the market growth rates anticipated above (a 23% CAGR from now to 2016) and 15 
similar operating margins, we believe that the profit contribution could easily triple by 2016. 10 
There is some opportunity for upside, depending on the ability to penetrate beyond the core 5 
retail market (for example, into institutional) or to broaden the product set to accelerate the 0 
growth rate (we have picked up increasing intra-regional demand within Asia—for example, zoe ANSE 
demand from Korean retail investors for other emerging market products). Source: Morgan Stanley estimates 
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Burberry 
BRBY.L 
Louise Singlehurst 


Burberry announced the acquisition of its Chinese retail 
operations in August this year. Previously, these stores were 
operated under a licensing agreement. Burberry currently 
operates 50 stores in 30 cities in mainland China and aims to 
increase this number to about 100 in the long term. Brand 
recognition is already strong in China, and management 
recently commented that the Chinese consumer represents 
Burberry’s largest customer in London. We estimate that 
China will generate sales of £70 million in fiscal year 2011 
(March year end) and £150 million in fiscal year 2011, with an 
EBIT margin of 15% in fiscal year 2012. We assume like-for- 
like growth of about 10% and store space expansion of about 
15% per year from 2011-13. Given the growth projections of 
spending by Chinese consumers both at home and abroad, 
we estimate that they will account for approximately 25% of 
group revenues over the next three years. 


Retail 


PPR 
PRTP.PA 
Louise Singlehurst 


Gucci Group, which represents 50% of the group EBIT of 
parent PPR, has 31 Gucci brand stores in China, and 
management plans to add at least 20 more over the next 
three to four years. Gucci, with its soft luxury offerings in 
apparel and accessories, is likely to prove immensely popular 
with self-purchasing females, a segment that we believe is 
likely to grow over the long term. Today, mainland China 
accounts for about 10% of Gucci brand revenues, but this 
number materially underestimates total exposure to Chinese 
consumers spending abroad. According to Gucci, the 
mainland Chinese account for 80% of sales in Hong Kong 
and 30% in Europe, which translates into more than 25% of 
brand sales. Given the growth projections of spending by 
Chinese consumers domestically and abroad, we estimate 
that they will account for more than 30% of brand sales within 
three years. 


H&M 


HMb.ST 
Fred Bjelland 


Although H&M has been sourcing from China for decades, it 
only opened its first store there in 2007. However, ina 
relatively short period of time H&M’s operation there has 
expanded to 37 stores, and the region now accounts for 2% 
of group sales. We expect H&M to continue to open 15-20 
stores per year in China, which should see it increase to 5% 
of group sales within the next five years. 
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Pharmaceuticals 
Bayer AstraZeneca 
BAYGn.DE AZN.L 


Andrew Baum 


Of all the European major pharmaceutical companies, Bayer 
has one of the highest revenues exposures to China, driven 
in large part by the company's robust consumer health 
business. Sales to China represented about 3% of the 
company’s total pharmaceutical sales for 2009 and about 
1.8% of the total pharma market share in the country. 


Aerospace & Defence 


Andrew Baum 


Of the EU majors, AZN has the largest presence in the 
Chinese pharmaceuticals market, generating c.$800mn in 
sales from the region in 2009, representing c.25% of total 
group sales and c.1.9% of the total Chinese Rx market share. 
Key brands include Losec, Plendil and Nexium. 


The company has expanded its business presence in the 
region, adding 2000+ sales reps since 2003 and investing 
>$250mn in R&D and manufacturing capacity. Future growth 
in the region will be precipitated by additional investments in 
capacity and R&D, as well as expansion of the National Drug 
Reimbursement List (NRDL). 


Rolls-Royce 


RR.L 
Rupinder Vig 


Rolls-Royce has been active in civil aerospace, marine, and 
energy in China for more than 45 years. Together with its 
associate company, International Aero Engines, Rolls-Royce 
has delivered more than 500 aircraft engines for Chinese 
airlines. The company also owns a 49% share of a turbine 
component joint venture in Xian and claims one-third of the 
Airbus and Boeing backlog in China. The company’s global 
marine business has headquarters and a manufacturing 
facility in Shanghai and is setting up a large production facility 
in Singapore. In addition, the company's energy business has 
an installed fleet of 28 RB211 engines (industrial gas 
turbines) in China. In June 2010, the company won a contract 
from PetroChina to provide gas turbine compressor systems 
for a new natural gas pipeline that will expand the Chinese 
gas supply network from Western China to Beijing. 


56 


Morgan Stanley 


Machinery 


MORGAN STANLEY RESEARCH 


October 29, 2010 
The China Files: Europe 


Schneider 


SCHN.PA 
Ben Uglow 


Schneider derives 10%-11% of its sales from China, mainly 
from the construction and industrial automation markets. 
Schneider stands to benefit from the urbanization trend in 
China, as more citizens move into the cities, and from the 
push within various manufacturing sectors to automate their 
processes. Even though Schneider produces relatively low- 
tech products, the company has two competitive advantages: 
it already manufactures at the same cost as local players, so 
its pricing is highly competitive, and it dominates the 
distribution channel through market share. 


Tech Hardware 


Nokia 
NOK1V.HE 
Patrick Standaert 


With nearly €6.4 billion in sales (or about 15% of group sales) 
in 2009, greater China is Nokia's single largest market. In the 
handsets segment, approximately 17% of Nokia's 2009 
shipments were in China. These shipments, unlike those in 
other emerging markets, are not heavily skewed towards 
ultra-low-cost models, but include higher-end models, like 
smartphones, as well. In 2009, the average selling price in 
China was €69, higher than the group average of €65, an 
increase that greatly enhances profitability for the region. At 
32% in 2009, according to Gartner, Nokia holds the largest 
share of China’s handset market. 


Financials 


Ericsson 
ERICb.ST 
Patrick Standaert 


China has contributed ~6% of Ericsson’s revenues in 2010 
YTD, but it peaked at 9% in 2009 following China’s 3G 
networks rollouts. We would expect Ericsson to benefit from 
continued investments in China’s telecom wireless 
infrastructure over the next few years as the adoption of 3G 
and smartphone rises and wireless technologies converge 
towards long-term evolution (LTE). However, Chinese 
equipment vendors Huawei and ZTE increasing market share 
in China present a possible risk to Ericsson’s growth in 

the country. 


Aberdeen 


ADN.L 
Bruce Hamilton 


Aberdeen Asset Management has a strong presence in 
global emerging markets—Asia-Pacific, in particular. APAC 
accounts for ~35% of equity assets and ~25% of fixed income 
assets. Including Global and Emerging markets exposure this 
increases to ~90% of equity assets and ~50% of fixed 

income assets. 
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Appendix: Morgan Stanley European China Exposure Basket 
Constituents (Bloomberg ticker: <MSSTCHX>) 


Our China Exposure basket contains 29' stocks covering eighteen sectors. Each sector has been equally weighted with stocks 
within each sector weighted equally as well. The basket is denominated in EUR. 


Company Ticker Sector Weight 
EADS EAD.PA Aerospace & Defence 2.8% 
Rolls-Royce RR.L Aerospace & Defence 2.8% 
Adidas ADSGn.DE Apparel 5.6% 
BMW BMWG.DE Autos & Auto Parts 2.8% 
Infineon IFXGn.DE Autos & Auto Parts 2.8% 
Aberdeen ADN.L Diversified Financials 2.8% 
Schroders SDR.L Diversified Financials 2.8% 
Pernod Ricard PERP.PA Beverages 5.6% 
Atlas Copco ATCOa.ST Capital Goods 2.8% 
Schneider SCHN.PA Capital Goods 2.8% 
Akzo Nobel AKZO.AS Chemicals 5.6% 
TNT TNT.AS Express/Parcel/Mail 5.6% 
Danone DANO.PA Food 5.6% 
L'Oreal OREP.PA Household & Personal Care 5.6% 
InterContinental Hotels IHG.L Leisure & Lodging 5.6% 
Burberry BRBY.L Luxury Goods 1.9% 
PPR PRTP.PA Luxury Goods 1.9% 
Richemont CFR.VX Luxury Goods 1.9% 
Elekta EKTAb.ST Med Tech 5.6% 
JCDecaux JCDX.PA Media 2.8% 
UBM UBM.L Media 2.8% 
Astra Zeneca AZN.L Pharma 1.9% 
Bayer BAYGn.DE Pharma 1.9% 
Novo Nordisk NOVOb.CO Pharma 1.9% 
H&M HMb.ST Retail 2.8% 
Inditex ITX.MC Retail 2.8% 
Ericsson ERICb.ST Telecommunications Equipment 2.8% 
Nokia NOK1V.HE Telecommunications Equipment 2.8% 
Suez Environnement SEVI.PA Utilities 5.6% 


Source: Morgan Stanley Research 


An Investable Basket: Morgan Stanley Research has created a basket of the 29 stocks that we believe are most leveraged to the 
themes outlined in this report. The basket is an equal weighting of the stocks and can be viewed on Bloomberg under the symbol 
<MSSTCHX>. 


1 
Synergy Healthcare was not included due to a recent low level of liquidity. 
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Disclosure Section 


The information and opinions in Morgan Stanley Research were prepared by Morgan Stanley & Co. Incorporated, and/or Morgan Stanley C.T.V.M. 
S.A. As used in this disclosure section, "Morgan Stanley" includes Morgan Stanley & Co. Incorporated, Morgan Stanley C.T.V.M. S.A. and their 
affiliates as necessary. ; : ; atu ; ; ; ; 

For important disclosures, stock price charts and equity rating histories regarding companies that are the subject of this report, please see the 
Morgan Stanley Research Disclosure Website at www.morganstanley.com/researchdisclosures, or contact aoe investment representative or 
Morgan Stanley Research at 1585 Broadway, (Attention: Research Management), New York, NY, 10036 USA. 


Analyst Certification 

As to each company mentioned in this report, the respective primary research analyst or analysts covering that company hereby certify that their 
views about the companies and their securities discussed in this report are accurately expressed and that they have not received and will not 
receive direct or indirect compensation in exchange for expressing specific recommendations or views in this report. 

Unless otherwise stated, the individuals listed on the cover page of this report are research analysts. 


Global Research Conflict Management Policy 
Morgan Stanley Research has been neat in accordance with our conflict management policy, which is available at 
www.morganstanley.com/institutional/research/conflictpolicies. 


Important US Regulatory Disclosures on Subject Companies 

As of September 30, 2010, Morgan Stanley beneficially owned 1% or more of a class of common equity securities of the following companies 
covered in Morgan Stanley Research: Aberdeen Asset Management, Akzo Nobel, Bayer AG, BMW, Inditex, Infineon Technologies AG, 
InterContinental Hotels Group, Nokia, Rolls-Royce, Schneider Electric, Synergy, TNT. ; * 

Within the last 12 months, Morgan Stanley managed or co-managed a public offering (or 144A offering) of securities of BMW. 

Within the last 12 months, ei Se has received compensation for investment banking services from Akzo Nobel, AstraZeneca, Bayer AG, 
BMW, EADS, Ericsson, Nokia, Novo Nordisk, Pernod Ricard, Rolls-Royce, Schneider Electric. 

In the next 3 months, Morgan Stanley expects to receive or intends to seek compensation for investment banking services from Aberdeen Asset _ 
Management, Adidas, Akzo Nobel, AstraZeneca, Atlas Copco, Bayer AG, BMW, Burberry, Danone, EADS, Ericsson, Inditex, Infineon Technologies 
AG, InterContinental Hotels Group, JCDecaux, L'Oreal, Nokia, Novo Nordisk, Pernod Ricard, PPR, Rolls-Royce, Schneider Electric, Schroders, 
Suez Environnement, United Business Media. 

Within the last 12 months, Morgan Stanley has received compensation for products and services other than investment banking services from 
Aberdeen Asset Management, Akzo Nobel, AstraZeneca, Bayer AG, BMW, EADS, Ericsson, Inditex, Pernod Ricard, Schroders. 


Within the last 12 months, Morgan Stanley has provided or is providing investment banking services to, or has an investment banking client 
relationship with, the following company: Aberdeen Asset Management, Adidas, Akzo Nobel, AstraZeneca, Atlas Robe Bayer AG, BMW, Burberry, 
Danone, EADS, Ericsson, Inditex, Infineon Technologies AG, InterContinental Hotels Group, JCDecaux, L'Oreal, Nokia, Novo Nordisk, Pernod 
Ricard, PPR, Rolls-Royce, Schneider Electric, Schroders, Suez Environnement, United Business Media. 

Within the last 12 months, Morgan Stanley has either provided or is providing non-investment banking, securities-related services to and/or in the 
past has entered into an agement to provide services or has a client relationship with the following company: Aberdeen Asset Management, 
Adidas, Akzo Nobel, AstraZeneca, Bayer AG, BMW, Burberry, EADS, Ericsson, Inditex, Infineon Technologies AG, Novo Nordisk, Pernod Ricard, 
Rolls-Royce, Schroders, United Business Media. 

Morgan Stanley & Co. International plc is a corporate broker to AstraZeneca, Burberry, Rolls-Royce. 

The equity research analysts or strategists principally responsible for the preparation of Morgan Stanley Research have received compensation 
based upon various factors, including quality of research, investor client feedback, stock picking, competitive factors, firm revenues and overall 
investment banking revenues. 

Morgan Stanley and its affiliates do business that relates to companies/instruments covered in Morgan Stanley Research, including market making, 
providing liquidity and specialized trading, risk arbitrage and other proprietary trading, fund management, commercial banking, extension of credit, 
investment services and investment banking. Morgan Sey sells to and buys from customers the securities/instruments of companies covered in 
Morgan Stanley Research on a principal basis. Morgan Stanley may have a position in the debt of the Company or instruments discussed in this 
report. 

Certain disclosures listed above are also for compliance with applicable regulations in non-US jurisdictions. 


STOCK RATINGS 

Morgan Stanley uses a relative rating system using terms such as Overweight, Equal-weight, Not-Rated or Underweight (see definitions below). 
Morgan Stanley does not poral ratings of Buy, Hold or Sell to the stocks we cover. Overweight, Equal-weight, Not-Rated and Underweight are not 
the equivalent of buy, hold and sell. Investors should carefully read the definitions of all ratings used in Morgan Stanley Research. In addition, since 
Morgan Stanley Research contains more complete information concerning the analyst's views, investors should carefully read Morgan Stanley 
Research, in its entirety, and not infer the contents from the rating alone. In any case, a pa research) should not be used or relied upon as 
Bey tts okie An investor's decision to buy or sell a stock should depend on individual circumstances (such as the investor's existing holdings) 
and other considerations. 


Global Stock Ratings Distribution 
{as of September 30, 2010) . ; . . ; 

or disclosure purposes only (in accordance with NASD and NYSE requirements), we include the category headings of Buy, Hold, and Sell 
alongside our ratings of Overweight, Equal-weight, Not-Rated and Underweight. Morgan Stanley does not assign ratings of Buy, Hold or Sell to the 
stocks we cover. Overweight, Equal-weight, Not-Rated and Underweight are not the equivalent of buy, hold, and sell but represent recommended 
relative weightings (see definitions below). To satisf eguicioy requirements, we correspond Overweight, our most positive stock rating, with a buy 
recommendation; we correspond Equal-weight and Not-Rated to hold and Underweight to sell recommendations, respectively. 
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Coverage Universe Investment Banking Clients (IBC) 


% of % of % of Rating 
Stock Rating Category Count Total Count TotalIBC Category 
Overweight/Buy 1,115 42% 394 43% 35% 
Equal-weight/Hold 1,146 43% 413 45% 36% 
Not-Rated/Hold 14 1% 4 0% 29% 
Underweight/Sell 381 14% 99 11% 26% 
Total 2,656 910 


Data include common stock and ADRs currently assigned ratings. An investor's decision to ee Aa sell a stock should depend on individual 
circumstances (such as the investor's existing holdings) and other considerations. Investment Banking Clients are companies from whom Morgan 
Stanley received investment banking compensation in the last 12 months. 


Analyst Stock Ratings 

Overweight (O). The stock's total return is expected to exceed the average total return of the analyst's industry (or industry team's) coverage 
universe, on a risk-adjusted basis, over the next 12-18 months. 

Equal-weight (E). The stock's total return is expected to be in line with the average total return of the analyst's industry (or industry team's) coverage 
universe, on a risk-adjusted basis, over the next 12-18 months. 

Not-Rated (NR). Currently the analyst does not have adequate conviction about the stock's total return relative to the average total return of the 
analyst's industry (or industry team's) coverage universe, on a risk-adjusted basis, over the next 12-18 months. } 

Underweight (U). The stock's total return is expected to be below the average total return of the analyst's industry (or industry team's) coverage 
universe, on a risk-adjusted basis, over the next 12-18 months. 

Unless otherwise specified, the time frame for price targets included in Morgan Stanley Research is 12 to 18 months. 


Analyst Industry Views 

Attractive (A): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be attractive vs. the 
relevant broad market benchmark, as indicated below. 

In-Line (I): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be in line with the relevant 
broad market benchmark, as indicated below. 

Cautious (C): The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution vs. the relevant 
broad market benchmark, as indicated below. ; 

Benchmarks for each region are as follows: North America - S&P 500; Latin America - relevant MSCI country index or MSCI Latin America Index; 
Europe - MSCI Europe; Japan - TOPIX; Asia - relevant MSCI country index. 


Important Disclosures for Morgan Stanley Smith Barney LLC Customers 
Citi Investment Research & Analysis (CIRA) research reports may be available about the companies or topics that are the subject of Morgan Stanley Research. Ask your 
Financial Advisor or use Research Center to view any available CIRA research reports in addition to Morgan Stanley research reports. 


Important disclosures regarding the relationship between the companies that are the subject of Morgan Stanley Research and Morgan Stanley Smith Barney LLC, 
Morgan Stanley and Citigroup Global Markets Inc. or any of their affiliates, are available on the Morgan Stanley Smith Barney disclosure website at 
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For Morgan Stanley and Citigroup Global Markets, Inc. specific disclosures, you may refer to www.morganstanley.com/researchdisclosures and 
https://www.citigroupgeo.com/geopublic/Disclosures/index_a.html. 
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same person who reviews the Equity Research report on behalf of Morgan Stanley. This could create a conflict of interest. 
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Morgan Stanley & Co. International PLC and its affiliates have a significant financial interest in the debt securities of Aberdeen Asset Management, Adidas, Akzo Nobel, 
AstraZeneca, Atlas Copco, Bayer AG, BMW, Danone, EADS, Ericsson, InterContinental Hotels Group, L'Oreal, Nokia, Novo Nordisk, Pernod Ricard, PPR, Rolls-Royce, 
Schneider Electric, Suez Environnement, TNT. 


Morgan Stanley produces an equity research product called a "Tactical Idea." Views contained in a "Tactical Idea" on a particular stock may be contrary to the 
recommendations or views expressed in research on the same stock. This may be the result of differing time horizons, methodologies, market events, or other factors. 
For all research available on a particular stock, please contact your sales representative or go to Client Link at www.morganstanley.com. 


Morgan Stanley Research does not provide individually tailored investment advice. Morgan Stanley Research has been prepared without regard to the individual financial 
circumstances and objectives of persons who receive It. Morgan Stanley recommends that investors independently evaluate particular investments and strategies, and 
encourages investors to seek the advice of a financial adviser. The appropriateness of a particular investment or strategy will depend on an investor's individual 
circumstances and objectives. The securities, instruments, or strategies discussed in Morgan Stanley Research may not be suitable for all investors, and certain 
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or more of aclass of common equity securities of the companies. For all other companies mentioned in Morgan Stanley Research, Morgan Stanley may have an 
investment of less than 1% in securities/instruments or derivatives of securities/instruments of companies and may trade them in ways different from those discussed in 
Morgan Stanley Research. Employees of Morgan Stanley not involved in the preparation of Morgan Stanley Research may have investments in securities/instruments or 
derivatives of securities/instruments of companies mentioned and may trade them in ways different from those discussed in Morgan Stanley Research. Derivatives may 
be issued by Morgan Stanley or associated persons. 

With the exception of information regarding Morgan Stanley, Morgan Stanley Research is based on public information. Morgan Stanley makes every effort to use reliable, 
comprehensive information, but we make no representation that it is accurate or complete. We have no obligation to tell you when opinions or information in Morgan 
Stanley Research change apart from when we intend to discontinue equity research coverage of a subject company. Facts and views presented in Morgan Stanley 
Research have not been reviewed by, and may not reflect information known to, professionals in other Morgan Stanley business areas, including investment banking 
personnel. 

Morgan Stanley Research personnel may participate in company events such as site visits and are generally prohibited from accepting payment by the company of 
associated expenses unless pre-approved by authorized members of Research management. 


The value of and income from your investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates, 
securities/instruments prices, market indexes, operational or financial conditions of companies or other factors. There may be time limitations on the exercise of options 
or other rights in securities/instruments transactions. Past performance is not necessarily a guide to future performance. Estimates of future performance are based on 


62 


Morgan stanley MORGAN STANLEY RESEARCH 


October 29, 2010 
The China Files: Europe 


assumptions that may not be realized. If provided, and unless otherwise stated, the closing price on the cover page is that of the primary exchange for the subject 
company's securities/instruments. 


Morgan Stanley may make investment decisions or take proprietary positions that are inconsistent with the recommendations or views in this report. 
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